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Small Communities 


Ricwarp C. WiLcock 
Institute of Labor and Industrial Relations, University of Illinois 


ALTHOUGH Nassau William Senior dis- 
cussed barriers to labor mobility be- 
tween localities more than a century 
ago, the concept and term “labor 
market area” is relatively new to labor 
market analysis and wage theory. The 
term came into general use during 
World War II when the nation was 
faced with the necessity of interfering 
with those “impersonal” market forces 
which are supposed to allocate labor 
and when it was discovered, among 
other things, that it is extremely diffi- 
cult to persuade workers to leave their 
home communities. 

Local labor market areas may be 
defined as those geographic spaces 
within which most workers seek and 
find their employment and between 
which only a small minority of workers 
move from time to time. The physical 
size of these areas varies but they may 
be thought of as roughly equivalent in 
size to consumer trading areas, whose 
boundaries are a function of both 
transportation time and cost, and like 
trading areas labor market areas have 
fringes where two or more areas over- 
lap. 

Within each area, there are a num- 
ber of “labor markets,” that 1s, separate 
job markets created by differences in 
skill requirements and by types of in- 
stitutional arrangements. Also, some 
“labor markets,” particularly for cer- 


1An Outline of the Science of Political 
Economy, 1836. 


tain skills and most professions, are 
much larger in spatial terms than the 
local areas. For a great majority of 
workers and thus for most employment 
situations, however, the local labor 
market area is to a large extent equiva- 
lent to the job market within which the 
process of matching jobs and workers 
takes place. 

This paper comments on a signifi- 
cant labor market trend in the United 
States created by an increased amount 
of geographic decentralization in Amer- 
ican industry. Factories have been mov- 
ing both into the suburbs of large urban 
centers and into small communities 
entirely outside the orbit of metropoli- 
tan labor markets. We are concerned 
here with the location of industry in 
small-population labor market areas 
which are beyond normal commuting 
range of metropolitan centers. At least 
one-fifth of the United States popula- 
tion lives in these nonmetropolitan 
small-population labor market areas.’ 


* Nonmetropolitan means here outside the 
“standard metropolitan areas” as defined by 
the U. S. Bureau of the Census. Nonmetro- 
politan urban places had almost 12 million 
people in 1950. Add to this number a very 
conservative estimate of one-third of the 
“rural-farm” and “rural-nonfarm” popula- 
tion, or 18 million people, to represent 
people within easy commuting range of the 
nonmetropolitan urban centers, and we ar- 
rive at the estimate of approximately 30 
million persons, or one-fifth of the 1950 
U. S. population, living in the type of labor 
market area being discussed. 


[3] 
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These smaller communities, along 
with rural areas, have been traditional 
suppliers of labor to the cities, since 
typically the supply of new workers in 
the small towns has exceeded the num- 
ber of new job opportunities. When job 
opportunities do increase in such a 
community, the likely results in terms 
of labor mobility are a slowing-down of 
the rate of out-migration and a return 
of some of the previous migrants, but 
little or no influx of new workers from 
other areas. 

In the following sections are reported 
some of the findings of several recent 
studies in small-population labor mar- 
ket areas in which the entry of new 
firms or the reopening of closed plants 
has brought about sharp increases in 
the number of job openings. 

Although the five areas included 
represent a mere handful of the many 
hundreds of small labor market areas, 
they are fairly typical examples of the 
movement of industry into smaller com- 
munities. In addition, these few studies 
represent, to the knowledge of the 
author, virtually the sum total of recent 
analysis of the economic impact of 
employment expansion in smaller com- 
munities.* 


* Herbert S. Parnés notes the lack of re- 
search on labor mobility in small-population 
areas in his review of labor market research, 
Research on Labor Mobility, Social Science 
Research Council Bulletin 65, 1954. The 
studies reported here are Melvin E. Hartzler, 
Jr., The Impact of a New Firm on a Local 
Labor Market (University of Illinois, 1953, 
unpublished M.A. thesis in labor and indus- 
trial relations; this thesis was directed by 
the author and used some of the questions 
and classifications of the Kankakee and 
Shoe Town studies listed below); Gerald 
G. Somers, Mobility of Chemical Workers 
in a Coal-Mining Area (Bureau of Business 


The five situations are as follows: 
the reopening in 1951, after a 16-— 
month shutdown, of a chemical plant, 
employing more than a thousand work- | 
ers, in Morgantown, West Virginia, 
which has a population of about 25,000 
(60,000 in the county) ; the establish-_ 
ment in 1953 of a_petro-chemicals 
plant, with employment to reach five 
hundred or more, near Tuscola, Illi- 


nois, which has a population of about 
3,000 (17,000 in the county) ; a general — 
employment expansion in 1952, partly; 
as the result of several new firms, in ~ 
Kankakee, Illinois, whose population is — 
about 26,000 (74,000 in the county) ; 

the reopening in 1952 of a shoe factory _ 
with 400 workers, after a shutdown of © 
more than two years, in a central Illi- 
nois town of 5,000 persons (17,000 in 
the county) ; the opening in 1950 of a 
new shoe factory with 200 workers in 
a small Missouri town of 1,000 (20,000 


in two counties) .* 


Research, West Virginia University, 1954) ; 
and Richard C. Wilcock and Irvin Sobel, 
The Secondary Labor Force in Nonmetro- 
politan Labor Market Areas, to be published 
in monograph form by the Institute of 
Labor and Industrial Relations, University 
of Illinois, 1955. With the exception of the 
Somers monograph, much of this article is 
based on data as yet unpublished. The data 
for all but the Somers study were obtained 
through questionnaires and interviews. A 
discussion of methodology and research de- 
sign for the Kankakee and Shoe Town 
studies will be included in the forthcoming 
monograph. This report does not cover 
Richard A. Lester’s study of the impact of 
U. S. Steel’s new Fairless Works because 
that plant is located within a metropolitan 
area— Trenton, New Jersey. See Hiring 
Practices and Labor Competition (Princeton 
University, 1954), for the first report on 
that study. 

“The population data, from the 1950 
Census, is rounded off to the nearest thou- 
sand. 
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Table 1. Civilian Labor Force Participation Rates, Five Areas Compared with 
Rates for United States and Several Large or Medium-Sized Cities, 
April, 1940 and 1950 (Persons 14 Years Old and Over) 
(Percentages) 
Total | Urban | Rural Los E Hartford 
eae WS: Wars: U.S. | Angeles Chicago | Atlanta Cont 
i, D510) ca lepeten ce tenes aan S2n 9 54.7 49.4 55 BY 56 59 
SEO) Forge jo acaee cone ee mt giee 52.0 54.6 48.7 DZ 56 57 56 
Douglas “Shoe Town,” | “Shoe Town,” | Monongalia | Kankakee 
Year County, Ill. Illinois Missouri County, W.Va.| County, 
(Tuscola) (County) (2 Counties) | (Morgantown) Ill. 
WORD: 2 Se Ohreeen eae 48.5 48.5 53.4 45.3 44.2 


Source: Computed from U. S. Bureau of the Census, Census of Population, 1950, and 
County Data Book, 1952. Data for 1940 comparable with 1950 county data are not available. 


In some respects, the five situations 
differ considerably from one another. 
Two involve the chemical industry with 
fairly high requirements for skilled and 
technical workers; two involve mass- 
production shoe plants with few 
highly skilled workers required. Two of 
the communities (Morgantown and 
Kankakee) are considerably larger than 
the other three and have some diversity 
of industry and a fair degree of union- 
ization. The two shoe factories are not 
organized by unions and are the domi- 
nant manufacturing plants in their 
towns. The petro-chemicals plant has 
an independent union. 

The ten statements which follow are 
tentative conclusions based upon data 
from one or more of the several studies 
(see footnote 3). For any application to 
similar situations, these statements 
should be considered only as_ likely 
hypotheses — until considerably more 
empirical data on small-population 
labor market areas are available. 


1. The labor force in a small-popula- 
tion labor market area is more flexible 


than in larger areas or for the nation as 
a whole and will expand with the in- 
troduction of a new firm. 


This is perhaps the most significant 
conclusion about the effect of new firms 
on small-population areas, because little 
of the industrial movement into small 
towns would occur if it were not for 
the availability of “surplus” labor. 
Although it is not suggested that the 
statement is universally true, it is apt 
to be true whenever the labor force 
participation rates of the population in 
these areas is substantially below aver- 
age.° The Census data for April, 1950, 
before the expansion of employment in 
these towns occurred, show that their 
populations were less fully engaged in 
labor force activities than was the case 
for the country as a whole or for larger 
cities. (See Table 1.) 

Several reasons may be advanced for 


° Labor force participation rate means the 
proportion of any given population group 
which is in the labor force, that is, em- 
ployed (having a job) or unemployed 
(actively seeking a job). 
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the expansibility of the labor force in 
small-population areas. When popula- 
tion growth exceeds the expansion of 
job opportunities, residents are reluc- 
tant to migrate elsewhere. There is a 
tendency to accept underemployment, 
meaning part-time employment for 
those who desire full-time employment 
and employment at lower earnings than 
could be obtained elsewhere. Many of 
those who do migrate to larger labor 
market areas are anxious to return to 
the home town when job opportunities 
develop. Young men and women who 
might otherwise stay in school, house- 
wives, and retired men will enter the 
labor force when suitable job openings 
occur. Of these groups, the housewives 
represent.the largest source of labor. 
The availability of labor can be illus- 
trated by data from the studies. Al- 
though the known number of unem- 
ployed in the Tuscola area was. very 
small (120 in April, 1950), the new 
firm had hired 150 area residents, at 
the time of Hartzler’s study, and ex- 
pected to hire approximately 200 more 
within the area by the time the plant 
reached its full complement of workers.°® 
In the Shoe Town where the plant re- 
opened after a long shutdown (we 
shall call this Shoe Town I), one-third 
of those hired were persons who had 
once been in the labor force and now re- 
turned, while another 9 percent entered 
the labor force for the first time. In the 
new shoe factory (Shoe Town II), one- 
third of those hired were persons enter- 
ing the labor force for the first time, 
while another 26 percent were return- 
ing to the labor force. Most of those 


*Hartzler, op. cit., pp. 6, 7, 10, 37. 


who entered or re-entered the labor 


force in these towns were women. | 
In Kankakee, one out of three of the }} 
“new hires” in 37 firms entered or re- jj 


entered the labor force in response to 
the expansion of job opportunities. 

In the Shoe Towns and in Kankakee, 
the workers in the samples were classi- 
fied as to regular (primary) labor force 
attachment and temporary (secondary) 
labor force attachment.’ The availabil- 
ity of secondary labor force members 


in the local labor force is illustrated | 


by the fact that this group made up 
46 percent of the sample in Shoe Town 
I, 45 percent in Shoe Town II, and 
37 percent in Kankakee. 

Labor force entrance on the part of 
residents did not furnish all of the net 
labor force increase in these towns, 
however. Several of the plants brought 
about a net in-migration of workers.® 


"Persons who move in and out of the 
labor force voluntarily or are in the labor 
force temporarily or for a period less than a 
“normal working life’ are described, while 
in the labor force, as “secondary labor 
force members” both in the Shoe Town and 
Kankakee studies. Those who have a regular 
and continuing labor force attachment are 
described as “primary labor force members.” 
A discussion of the secondary labor force 
concept will appear in “The Secondary 
Labor Force and the Measurement of Un- 
employment” in a forthcoming volume on 
The Measurement and Behavior of Unem- 
ployment, published by the National Bureau 
of Economic Research. 

*Net in-migration in  small-population 
areas 1s exceptional. Donald J. Bogue in A 
Methodological Study of Migration and 
Labor Mobility, (Scripps Foundation, 1952) 
concludes “. . . it should not be expected 
that an increase in job opportunities in a 
nonmetropolitan area would cause an im- 
mediate net influx of workers from other 
areas, aS appears to be the case in metro- 
politan areas...” (p. 25) 


| 
| 
| 
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Table 2. Female Labor Force Participation Rates, Five Areas Compared with 
Rates for United States and Several Large or Medium-Sized Cities, 
April, 1940 and 1950 (Persons 14 Years Old and Over) 
(Percentages) 
Total | Urban | Rural Los . Hartford 
eee U.S. | U.S. | U.S. | Angeles | Chicago} Atlanta | “Gon” 
LOD ie) cepa weaerinaatate arae™ 28.6 32.6 20.4 33 34 35 39 
DAO Ite tect k Be Sean oe 25.4 Ole, 16.4 28 31 oy 34 
Douglas “Shoe Town,” | “Shoe Town,” | Monongalia | Kankakee 
Year County, IIL. Illinois Missouri County, W.Va. | County, 
(Tuscola) (County) (2 Counties) | (Morgantown) 
DSO)” Senn eB eraS 20.4 LO DR ies? 22.8 24.3 


Source: Computed from U. S. Bureau of the Census, Census of Population, 1950, and 
County Data Book, 1952. Data for 1940 comparable with 1950 county data are not available. 


In Tuscola more than 40 percent of the 
first group of workers were recruited 
outside the area and it was expected 
that one-third of the final employment 
total would be in-migrants. In this situ- 
ation, the company found it necessary 
to take active measures to bring in the 
requisite number of experienced chemi- 
cal workers, yet a number of the in- 
migrants were “returnees” to the area.° 
In Morgantown, 
With local employment opportunities de- 
clining or unstable, an exceptionally large 
number of workers left the ... area... 
The strong pull of locational factors was 
evident, however, in the return of many of 
these workers to their home area by 1950 
and their movement to the chemical plant 
i 1951. 
In Kankakee, one-third of the “new 
hires” in manufacturing, trade, and 
services had been residents of the area 
less than three years and about one- 
third of the postwar in-migrants had 
previously lived in the area. 

The chemical plants and Kankakee 


° Hartzler, op. cit., p. 10 ff. 
9 Somers, op. cit., p. 29. 


attracted in-migrants both through the 
opening up of jobs and favorable wage 
rates. The shoe plants did not have the 
attractive wage scales to attract new 
residents to their areas and relied pri- 
marily on labor already in the areas. 
To the extent that these plants did at- 
tract in-migrants, however, they were 
former residents who took advantage 
of the opportunity to return “home.” 
In Shoe Town I, for example, one out 
of five of the shoe factory employees 
had moved elsewhere during the period 
when the plant was closed and returned 
when it reopened but the other four 
had lived in the area for five years or 
more. 


2. The female labor force can expand 
without in-migration. 

This statement is corollary to the 
preceding one and recognizes that one 
of the reasons why there is potential 
labor force expansion in many small- 
population areas is the typical scarcity 
of employment opportunities for 
women. The potential in the five towns 
is shown for April, 1950. (See Table 2.) 
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The two chemical plants hired 
women only for their office forces, and 
to obtain male production work forces 
of the necessary size and skills had to 
rely upon in-migration as well as upon 
local applicants. In Kankakee, em- 
ployers obtained the necessary number 
of workers both through in-migration 
and through an increase in the propor- 
tion of the area population in the labor 
force. Although most of the employ- 
ment expansion occurred in manufac- 
turing, most of the jobs for new labor 
force entrants were in nonmanufactur- 
ing. Two out of three of the new hires 
in nonmanufacturing were women, 
many of whom had just entered or re- 
entered the labor force. 

In each of the Shoe Towns, the fac- 
tory work forces had three women to 
each man. Also, in each of the towns 
three out of five women were classified 
as secondary members of the labor 
force. In Shoe Town I, many of these 
women temporarily in the labor force 
had worked for the company before 
the plant was closed, sought no other 
employment during the shutdown of 
more than two years, and returned to 
the company when the plant was re- 
opened. In Shoe Town II, many of the 
women employees took their first jobs 
when the shoe plant opened. 

The significance of these briefly 
sketched data is that labor force partic- 
ipation rates, while relatively stable 
for the United States as a whole, and 
slow-changing in diversified-industry 
metropolitan areas, can change drasti- 
cally and rapidly in small-population 
areas, often with the entry or departure 
of one factory. Unfortunately, data are 
not available to show the rates in the 


study areas after the rapid employment 
expansion had taken place, but the evi- 
dence from the sample data indicates 
that the changes were fairly large.** 


3. The male labor force requires in- 
migration for expansion, but unless 
specially recruited, the in-migrants are 
apt to be “returning natives.” 

Of the five areas under considera- 
tion, only Kankakee drew a consider- 
able number of in-migrants who had 
not previously lived in the area and 
were not actively recruited by employ- 
ers. The petro-chemicals plant adver- 
tised in the newspapers of appropriate 
areas for workers experienced in the 
chemical and petroleum-refining indus- 
tries and in trade journals for some 
kinds of engineers and instrument 
makers. In Morgantown, the chemicals 
plant had previously been in operation 
and was able to attract many of its 
former workers, even though a sizable 
proportion had obtained jobs outside 
the local market area. 

A tentative conclusion seems to be 
that the typical small-population area 
with a new or reopened plant can ex- 
pect some of the area’s ex-residents to 
return but cannot expect new migrants 
to respond to the opening of the plant 
without active recruitment. Kankakee, 
during the Korean War, was an excep- 
tion apparently for several reasons: It 


“It might be noted parenthetically how 
inadequate measures of unemployment are in 
indicating the availability of labor in local 
labor market areas. The large place-to-place 
variations in the proportion of women in 
the labor force is discussed by Nedra Belloc 
in “Labor-Force Participation and Employ- 
ment Opportunities for Women,” Journal 
of the American Statistical Association, 
September, 1950, pp. 400-10. 


een 
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Table 3. Primary Reasons Given for In-Migration 


(Percentages) 
Reason Kankakee* | Kankakee? Tuscola Shoe Town I 
Look for or accept work............ 36 38 79 33 
Relatives or friends in area......... 13 33 8 15 
Wamicuwith familys ac... sens oan 25 17 4 52 
‘ROS F265 Xe yectel a¥ 010) IE ce se 20 7 4 
(CRISEES. 5 Salat ite nee erie a a ee 6 5 5 
“NOYES Sug Cac Ree ie ee re ee 100 100 100 100 
Pexcentwot total samples... ..sse-.. 3) 14 62 29 


2 Those who had never lived in area before. 


> Those who returned to area. 
Sources: Questionnaires and interviews. 


is a larger area than the others, with 
greater industrial diversification; it lies 
in what might be called a “migratory 
corridor” leading to Chicago; and in- 
migration was cumulative with earlier 
in-migrants informing friends and rela- 
tives of the new plants and jobs. Some 
of the reasons given by the workers for 
migrating to the several towns are given 
in Table 3. In general, it can be said 
that most of the in-migrants moved 
either for “better opportunity” or to 
live where they wanted to or for both 
reasons. 

As would be expected, a large pro- 
portion of the petro-chemicals in-mi- 
grants went to the area to accept jobs. 
The “returnees” to the Shoe Town 
where the factory reopened and to the 
Kankakee area did so for the most part 
because of family or friends. Without 
the job opportunities, however, the 
number of returning “natives” would 
undoubtedly have been much smaller. 


4. New firms rarely draw upon farm 
labor. 
This may be true in these studies be- 


cause of the fairly prosperous level of 
farming in recent years and because 
none of the studies took place in an 
area where agricultural output was de- 
clining, but it is of interest that in the 
five towns few of the manufacturing 
workers came directly from the farms. 
In Tuscola, none of the in-migrants re- 
ported agriculture as their previous in- 
dustry and only 5 percent of the local 
workers did so, even though agriculture 
was the major industry in the area in 
terms of employment (33 percent) .¥ 
In the other four towns, between 5 and 
10 percent of the factory workers re- 
ported that their previous jobs were in 
agriculture. 

These data probably underestimate 
the movement from farm to factory 
employment, but apparently much of 
the movement that does occur is “by 
way of” nonmanufacturing jobs. This 
is suggested by the fact that in Shoe 
Town I, 35 percent of the study’s re- 
spondents had rural residences; in Shoe 
Town II, 59 percent; in Kankakee, 29 


2 Hartzler, of. ctt., pp. 15, 24. 
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Table 4. Nonfarm Occupational Groups: Douglas County, Illinois, 
1950, and Petro-Chemicals Plant, 1953 


(Percentages) 
Company 
Occupational Group County 
In-migrants | Local workers 
Professional, saanagersCt@yo nom oe aes 25 41 3 
@lericallisales,,and kindrediqj.ss.. eer en 30 zz 26 
Foremen and craftsmen (skilled)............... 18 34 21 
Operatives. (Geniiskilled) epee cere siete 18 11 37 
Wwaborers: (unskilled) ae... eae se ee ae ie es 9 8 9 
INOS ata: see chee nc) shove ceed maak ue eee et eels a fe 4 4 
1 Roy [ee a ANS Coe ete tr a Meine ony cance 6c 100 100 100 


Sources: U. S. Census of Population, 1950, and questionnaire data. 


percent; in Tuscola, 15 percent.’* The 
previous employment of most of these 
rural dwellers, however, was in trade, 
services, transportation, or construction. 


5. Small-population areas typically have 
very limited supplies of skilled and 
technical labor. 


6. A new firm in a small-population 
area tends to up-grade the area’s skill 
level. 


These statements are closely related 
because a new manufacturing plant in 
a small town or city usually has to train 
workers for the more skilled jobs or 
bring them in from outside. In either 
case, the average skill level of the local 
population increases, tending to reverse 
the trend of ambitious young men mi- 
grating to larger labor market areas to 
find suitable job opportunities. 


* Data not available in Somers study. In 
areas where farming tends to be marginal, 
a larger proportion of rural dwellers will 
have or seek nonfarm employment in the 
locality. See Morris A. Horowitz, Farm and 
Non-Farm Work by Open Country Residents 
in Two Southern Illinois Counties, (Uni- 
versity of Illinois, Institute of Labor and 
Industrial Relations, 1948). 


In Kankakee, the new plants con- 
tributed to the up-grading process 
largely through on-the-job training and 
recruitment outside the area of engi- 
neers, laboratory technicians, and some 
highly skilled craftsmen. In Tuscola, 
the petro-chemicals plant obtained 
semiskilled workers locally and trained 
them but recruited skilled and techni- 
cal workers from outside the area. In 
Morgantown, the reopened chemical 
plant drew upon many workers who had 
had previous experience in the plant, 
a number of them returning from jobs 
outside the area. Both shoe factories 
hired a number of persons with previ- 
ous experience in shoe manufacturing 
in their localities. Those without ex- 
perience were trained on the job. Shoe 
industry skills are described as “largely 
a matter of experience,” with an in- 
experienced worker taking about a year 
to reach average efficiency.** 

The impact on skill levels of a new 
firm can be illustrated at least roughly 
by Table 4, which shows the broad oc- 


“ Interviews with plant managements. 
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Table 5. Average Length of Time on a Job,* Five Towns and Six Cities 


, Length of Length of 
City or town job in City or town job in 
years years 
Bix cities (all men) ts 353 Shoe Town I (total sample)*..... il Be 
Six cities (in-migrants)>.......... 28 Shoe Town II (total sample)°. .. . 2iDe 
Tuscola (local workers)*.......... ee Morgantown (chemical 
Tuscola (in-migrants)°........... 2.4 OPERALOLS) Sy aie eee (a cas es 2.6 
Kankakee (total sample)?........ OZ9 Morgantown (skilled main- 
Were CUSTOSN RGAE ce Sc a EEA I ye oy Me se 253, 


® Job as used here means length of time, without a long break, with the same employer. 
> Based on work histories, 1940-49. The six cities are Chicago, Philadelphia, New Haven, 


St. Paul, San Francisco, and Los Angeles. 


° Work histories, September, 1945-June, 1953. 
4 Work histories, September, 1945-July, 1952. 
® Adjusted for average length of time in the labor force because of the large proportion 


of secondary labor force members. 


£ Employment records, for period from 1940 through 1951. 

Sources: Computed from data in Gladys Palmer, Labor Mobility in Six Cities, (Social Science 
Research Council, 1954), Ch. 3; Somers, Mobility of Chemical Workers, pp. 360, 39; Hartzler, 
Impact of a New Firm, p. 13; interviews and questionnaires (Shoe Towns and Kankakee). 


cupational groupings in Douglas 
County, Illinois, before the new plant 
came in, in comparison with the occu- 
pational groupings in the new plant. 
The table indicates that the immedi- 
ate impact on skill levels was exerted 
through in-migration. Although for the 
local workers comparison of their new 
jobs with their old ones showed a net 
down-grading of skills, the company 
was training most of them for more 


highly skilled jobs. 


7. Labor mobility rates tend to be 
higher than in large-population labor 
market areas. 

Table 5 suggests that small-popula- 
tion area workers change employers 
more often than do workers in large 
metropolitan areas. 

Although each of the small-com- 
munity situations differs in detail, the 
main explanation for the higher degree 
of job changing in the smaller areas 


seems to lie in the failure of many 
smaller communities to have an ade- 
quate amount of continuing job oppor- 
tunities for those who wish to live in 
them. The potentially volatile nature of 
employment in such communities is 
graphically illustrated by the current 
United States Bureau of Employment 
Security list of 98 Smaller Group IV-A 
(substantial labor surplus) and IV-B 
(very substantial labor surplus) Areas. 
Morgantown, for example, is on this 
list with a 10.5 percent decline in non- 
farm employment and a 78 percent in- 
crease in unemployment in one year.*® 


8. New firms exert a “pull” and attract 
workers for economic reasons. 
Differing substantially from the 
workers in larger labor market areas, 
who were reported as knowing rela- 
tively little about alternative opportuni- 


©The Labor Market and Employment 
Security, September, 1954, pp. 66-68. 
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ties,*° the workers in the small-popula- 
tion areas seem to have a very good 
knowledge of the types of job openings. 
Although many job changes were 
brought about by layoffs, a majority 
were voluntary moves in search of and 
in response to better wages, working 
conditions, and economic security. 

In Morgantown, “the move to the 
chemical plant was induced by the 
combined pull of economic advantage 
and locational preference.”** In Kan- 
kakee, two out of three of the new hires 
knew something about the company 
where they sought and obtained work, 
with a majority of these having some 
detailed Furthermore, 
more than 80 percent of the respond- 


information. 


ents were able to name the company 
where they would most like to work 
(almost a third of these naming a com- 
pany other than where they were work- 
ing) and to give specific reasons for 
their preference. 

Finally, more than half of those who 
had quit their previous jobs did so only 
when they knew of other job openings 
and had an expectation of improving 
their economic position. As for the 
Shoe Towns, most of the shoe workers 
who had quit their previous jobs gave 
wages, “better opportunity,” or return 
to the labor market area as their 
reasons. 


9. Major changes in the composition 
and size of a local labor force can occur 
without drastic changes in the local 
wage structure. 


* See George Shultz, “Recent Research on 
Labor Mobility,” Proceedings, Industrial 
Relations Research Association, 1951, pp. 
110-18. 


“Somers, op. cit., p. 32. 


CURRENT ECONOMIC COMMENT 


In the five areas studied, and prob- 
ably in most such areas, a new plant 
comes in or an old one reopens only 
when the management is confident that 
labor is available. As pointed out 
earlier, the labor force in the typical 
small-population area is 
and it is significant that it is expansible, 
within limits, without a major distor- 


expansible, 


tion of the prevailing wage rates in the 
area. 

In the two chemical plants and in the 
new firms in Kankakee, most of the new 
workers did experience higher earnings 
compared with their previous employ- 
ments, but the increases were not large. 
In fact, quite a few of the non-migrant 
workers started at lower wages than 
on their preceding jobs but were at- 
tracted by the “total expectancies” of 
employment stability, chances for train- 
ing and up-grading, and wage advances 
which could only be achieved over a 
period of years.*® 

The shoe plant wage rates were com- 
parable with those of other shoe fac- 
tories in small towns, and it can be 
fairly said that many shoe factories are 
located in these small towns because 
the available labor will accept the rela- 
tively low wage rates established by the 
fierce competition in the industry. In- 
terestingly enough, a third of the re- 
spondents in the shoe plants considered 
their earnings better than they had ex- 
pected. In none of the five situations, 
then, was the management forced to 
offer wage rates out of line for compa- 
rable jobs in order to recruit work 
forces although, in each case, the num- 


* See discussion of “total expectancies” by 
J. Douglas Brown in Lester, op. cit., p. 3. 
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ber of workers required represented a 
- major increase in the employment of 
the area. 


10. Labor markets for manufacturing 
workers are less “structured” than in 
large-population areas. 


The typical industrial worker in the 
United States today, after perhaps an 
initial period of shopping around 
- among employers, looks for his eco- 
nomic advantage through promotion, 
seniority, and length-of-service with the 
same employer. In many small-popula- 
tion areas, however, such attachments 
have been less strong simply because 
the employment pattern has been un- 
stable. In addition to the sharp employ- 
ment fluctuations, however, the higher 
mobility rates in the smaller communi- 
ties may be related to a less rigid labor 
market structure in which manual 
workers, at least, can more easily shift 
among the available industrial and oc- 
cupational opportunities. In Kankakee, 
for example, it was quite common for 
manual workers to shift among the 
several plants as employment levels 
at each plant changed. In spite of the 
limited range of industries and occu- 
pations, workers in the five towns had 
not only changed employers more often 
than workers in the six large cities but 
had also made more shifts between in- 
dustries and between occupations. 

To the extent that labor market ac- 
tivity is more intense in these small 
areas and that workers seem to have a 
greater knowledge of alternative oppor- 
tunities and respond to them more 
readily, the labor markets might be 
said to approach the neoclassical model 
of the labor market. This may be true 


to a degree, but it does not mean that 
the mobility of the workers is sufficient 
“for the wages of labourers of equal 
efficiency to become equalized in dif- 
ferent occupations.” Although the 
expanding employment did pull in 
workers from other areas, from other 
employers, and from outside the labor 
force, and much of the incentive was 
economic, the studies indicate that the 
mere existence of the job openings was 
as important as the particular wage 
rates offered. In other words, the labor 
supply was available and would have 
been available within a fairly wide 
range of wage offers. This is not to say, 
however, that the level of the wages 
within this range would not have some 
effect on the “quality” of applicants 
and on the productivity and morale of 
the work force. 

As new firms become established in 
small communities, and particularly if 
collective bargaining is introduced, the 
labor markets become more structured 
and potential mobility is reduced. Sen- 
iority, employee benefits, and other fac- 
tors will add employer attachment to 
community attachment. Increasing in- 
dustrialization tends to make small- 
community labor markets somewhat 
simpler versions of large industrialized 
areas. Very often, in the space of a few 
years, a smaller community will shift 
from a situation where all the employ- 
ers are local entrepreneurs to one in 
which the major employers are man- 
agers of branch plants owned by large 
multi-plant firms. 

Under such circumstances, labor mo- 


J. R. Hicks, The Theory of Wages, 
(New York: Macmillan, 1935), p. 3. 


14 
bility can be expected to decrease, par- 
ticularly if the new plants bring more 
stable levels of employment to these 
communities. Out-migration, and 
movement of workers between employ- 
ers, industries, employment and unem- 
ployment, and in and out of the labor 
force would all be reduced. Only occu- 
pational mobility could be expected to 
increase, primarily as a result of up- 
grading within the plants.”° 

/ 

Summary 

Although many factors are involved 
in the location of an industrial plant, 
a major reason for the introduction of 
factories in small-population areas in 
recent years has been the availability 
of labor and the expansibility of the 
local labor forces. Attachment of work- 
ers to their home communities, the de- 
sire of migrants to return when eco- 
nomically feasible, and the willingness 
of women to enter the labor force are 
important labor supply factors. Instead 
of being suppliers of labor to the metro- 
politan areas, these small-population 
areas, which have a fifth or more of the 
United States population, are finding an 
increasing amount of industry coming 
to them. ; 

Women are the largest source of 
labor in the smaller communities, but 
firms employing mostly men are able to 


7° See Clark Kerr, “Labor Markets: Their 
Character and Consequences,” Papers and 
Proceedings, American Economic Review, 
May, 1950, pp. 278-91, and “Balkanization 
of Labor Markets,” in Labor Mobility and 
Economic Opportunity (Cambridge: Tech- 
nology Press of the Massachusetts Institute 
of Technology, 1954), pp. 92-110, for a 
theoretical discussion related to some of the 
comments in this section. 
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recruit work forces, even though few 
workers come directly from the farms 
and skilled workers either have to be 
trained or “imported.”?! In-migrants 
who are native to the area return in re- 
sponse to the new jobs in the “home 
town” but skilled and technical work- 
ers who are not natives of the area 
respond to recruiting efforts that em- 
phasize the economic advantages of 
working and living in a small com- 
munity. 

The new firms exert a positive “pull” 
and attract workers for economic 
reasons, particularly through the “total 
expectancies” of potential earnings, 
promotion possibilities, and economic 
security. The new firms are able to 
establish wage rates which do not 
create any major distortions in the local 
wage structure but their average rates 
are apt to be above the community 
average, partly because the general 
level of skills required is likely to be 
above that existing in the community. 

Finally, as new firms become estab- 
lished they are likely to bring about a 
reduction in the generally high labor 
mobility rates of smaller areas and to 


add to the increasing “institutionaliza- 


* Although the labor market area involved 
is a larger one than those discussed here, 
U. S. Steel was able to go into an area of 
less than 100,000 population with its Fair- 
less Works, expecting to recruit five thou- 
sand of a required six thousand workers 
(all but the most skilled workers) in the 
local area during a period of high-level 
employment. See Nathan Belfer, ‘Some 
Economic Effects of the New Morrisville, 
Pennsylvania, Steel Plant,” Current Eco- 
nomic Comment, August, 1953, pp. 44-56, 
and Lester, of. cit., pp. 69-72. 
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tion” of the markets for labor in these 
- areas.?? 


“A thorough report on the impact of a 
plant shutdown on a small-population labor 
market area, the opposite situation to those 
described in this article, is contained in 
Charles A. Myers and George P. Shultz, 
The Dynamics of a Labor Market (New 


York: Prentice-Hall, 1951). The fact that 
Myers and Shultz found that economic 
“motives” became predominant when em- 
ployment declined drastically, when added 
to the evidence of the economic “pull” of 
new firms, suggests that, in spite of barriers, 
economic forces do operate in labor mar- 
kets in the direction of net economic 
advantage, however imperfectly. See pages 


197-204. 


The Case for Discretion in Monetary Policy 
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IN RECENT YEARS there has been a con- 
siderable revival of interest in the use 
of monetary policy as an instrument 
for obtaining economic stability.* Par- 
ticipating in this revival of interest are 
both academic theorists who have pre- 
sented their arguments for active use 
of monetary techniques”? and govern- 
mental officials who have used mone- 
tary instruments in attempts to control 
the price level.* In large part, the re- 


*For an optimistic appraisal of what mon- 
etary policy can accomplish toward stabiliz- 
ing the economy see the address by W. 
Randolph Burgess, Deputy Under Secretary 
of the Treasury before the joint meeting of 
the American Economic Association and the 
American Finance Association in Washing- 
ton, D. C., on December 29, 1953. 

*See Lloyd W. Mints, Monetary Policy 
for a Free Society (New York: McGraw- 
Hill Book Company, 1950). There also have 
been a number of articles dealing with the 
use of monetary policy. See the section con- 
cerned with monetary theory and central 
banking in Money, Trade, and Economic 
Growth; Essays in Honor of John Henry 
Williams (New York: Macmillan, 1951). 
Also Robert V. Rosa, “The Revival of 
Monetary Policy,” Review of Economics and 
Statistics, February, 1951; L. V. Chandler, 
“Federal Reserve Policy and the Public 
Debt,” American Economic Review, March, 
1949; articles by Milton Friedman and L. V. 
Chandler in “The Controversy over Mone- 
tary Policy,’ Review of Economics and 
Statistics, August, 1951. 

* Evidence of this is found in the increases 
in the rediscount rates of the Federal Re- 
serve Banks in August, 1950, and January, 
1953, and the removal of the “pegs” or 
supports of the United States bond market 
following the Treasury-Federal Reserve “Ac- 
cord” of 1951. 


newed interest in monetary policy ap- 
pears to be related to the prolonged rise 
in prices during the postwar period. It 
also reflects the difficulties which were 
encountered in attempting to combat 
postwar inflation with fiscal policy 
while monetary policy was subordi- 
nated to the needs of the Federal Treas- 
ury. When Federal surpluses in the 
fiscal years ending in 1947, 1948, and 
1951 failed to halt price increases, many 
persons sought other methods which 
might be used to stabilize the price 
level. 

Active use of monetary policy began 
during the last years of the Truman 
administration. The Treasury-Federal 
Reserve “Accord” of 1951 allowed the 
Board of Governors to pursue a mone- 
tary policy which was not limited to 
the support of the Federal securities 
market. This use of monetary instru- 
ments also appears to be supported by 
the Republican administration.* In- 
deed, if the number of individuals 
formerly associated with the Federal 
Reserve System in one capacity or an- 
other who have assumed important po- 
sitions in the Eisenhower administration 


“See the State of the Union Message de- 
livered to the Congress by President Dwight 
D. Eisenhower on February 2, 1953, for 
evidence that his administration proposes to 
deal with the problem of inflation through 
the use of credit controls. For an appraisal 
of the importance of central banking under 
the Eisenhower administration, see the 
article by Paul Heffernan in the New York 
Times, January 18, 1953, p. 1F. 
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is any guide,°® the Republican adminis- 
tration has a healthy respect for the 
Federal Reserve. 

A cursory examination of Federal 
Reserve activities during 1953 and the 
first half of 1954 clearly reveals that 
monetary powers were used to moder- 
ate cyclical fluctuations. During early 
1953 Federal Reserve operations re- 
strained credit extension and monetary 
expansion in order to combat inflation- 
ary forces. After mid-1953, these 
operations were designed to restrain de- 
flationary forces in the economy. The 
activities of the Board of Governors 
during the first half of 1954 also were 
designed to avoid deflation and con- 
traction in the economy by lowering in- 
terest rates and promoting a condition 
of easy credit.® 


I. 


Because of the importance of mone- 
tary policy, it is desirable to re-examine 
both the possible goals toward which 
such policy may be directed and the 
general problem of the conduct of 


° Among. the officials of the Eisenhower 
administration who were formerly associated 
in various capacities with the Federal Re- 
serve System are: Marion Folsom, Under 
Secretary of the Treasury; W. Randolph 
Burgess, Special Deputy to the Secretary of 
the Treasury, charged with responsibility for 
the management of the public debt; Robert 
B. Anderson, Secretary of the Navy; and 
Robert T. Stevens, Secretary of the Army. 

°For a summary of Federal Reserve oper- 
ations during 1953 and the first half of 
1954 see the Federal Reserve Bulletin, July, 
1954, pp. 681-88. In this issue the Federal 
Reserve authorities state that “As economic 
activity began to recede, System operations 
were further modified toward promoting 
credit ease.” (p. 682) 


monetary policy. Most economists, in- 
cluding the writer of this paper, are 
agreed that some type of economic sta- 
bility is a desirable goal for monetary 
policy. In a free enterprise society, 
however, it is impossible to stabilize 
all elements of the economy. Such sta- 
bilization would be tantamount to 
freezing the economy and would make 
economic progress impossible. For this 
reason most advocates of stability as a 
monetary goal propose to stabilize one 
or more important parts of the econ- 
omy. The two parts most often singled 
out for stabilization are the general 
level of prices—or the purchasing 
power of money —and the volume of 
employment. It is not the purpose of 
this paper to discuss which part or parts 
of the economy, if any, should be 
singled out for stabilization by monetary 
authorities. Rather it is proposed to dis- 
cuss the discretion which monetary 
authorities may exercise in their at- 
tempts to attain these broad objectives. 

A small but very vocal group of 
American economists have been advo- 
cating the use of a single rule or a 
limited number of fixed monetary rules 
for almost twenty years. They believe 
that monetary authorities should be 
compelled to take action according to 
rules which are based upon objective 
economic factors. For convenience, this 
may be called the “rules” approach to 
monetary policy. 

The most able, if not the earliest, 
proponent of a fixed set of rules for 
monetary policy was the late Henry 
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Simons’ of the University of Chicago. 
Professor Simons and his colleague, 
Professor Lloyd Mints,* have urged the 
adoption of a stable price level as the 
rule for monetary action. Adoption of 
such a rule would compel the monetary 
authorities to take definite action to 
counteract changes in the general price 
level. Their action would be calculated 
to guarantee absolute stability in the 
purchasing power of money. 

Professor Simons strongly. urged the 
adoption of a simple definite rule for 
monetary policy and he was of the 
opinion that the authorities should be 
allowed no discretion but should be 
compelled to use monetary. powers in 
strict conformity with the rule.® He felt 
that such a rule was desirable per se, 


* Professor Simons’ views concerning mon- 
etary policy are presented in his article 
“Rules Versus Authorities in Monetary 
Policy,’ The Journal of Political Economy, 
February, 1936. His proposals are placed in 
their setting as part of his program for 
economic reform in the pamphlet, A Posi- 
tive Program for Laissez Faire (Chicago: 
University of Chicago Press, 1934). The 
proposals for banking reform advocated by 
Professor Simons and his colleagues at the 
University of Chicago are described in an 
article by A. G. Hart, “The ‘Chicago Plan’ 
of Banking Reform,’ Review of Economic 
Studies, Vol. II (1935). Although Professor 
Simons died in 1946, his associates and 
former students continue to advocate his 
principal proposals. Among the most active 
of this group are Professors Milton Fried- 
man and Lloyd Mints of the University of 
Chicago, Professor Clarence Philbrook of 
the University of North Carolina, and Pro- 
fessor James Buchanan of Florida State 
University. Mr. Clark Warburton also ap- 
pears to support this use of rules in monetary 
policy. See his paper “Rules and Imple- 
ments in Monetary Policy,” Journal of 
Finance, April, 1953. 

*See L. W. Mints, Monetary Policy for a 
Competitive Society (New York: McGraw- 
Hill, 1950), pp. 134 and 136. 


for its adoption would eliminate uncer- — 
tainty concerning the future value of 
the monetary unit. This elimination of 
uncertainty was a central part of Pro- 
fessor Simons’ “Positive Program for 
Laissez Faire.” His preference for such 
a simple definite rule was so strong that 
he suggested the possible adoption of 
one which would fix the total amount 
of the money supply. 

A number of the colleagues and stu- 
dents of Henry Simons have enlarged, 
elaborated upon, and modified his pro-, 
gram. One of these, Professor Clarence ' 
Philbrook of the University of North 
Carolina, contends that in the absence 
of a clearly defined and stated rule or 
rules for monetary action, no actual 
policy can be said to exist. According 
to his reasoning, the recent policy state- 
ments of the Board of Governors’? are 
so vague and poorly defined as to lack 
the essential characteristics of policy. 


Il. 


Opposed to the fixed rule approach 
is the policy of flexibility or discretion. 
Proponents of a flexible monetary 
policy advocate the use of judgment in 
the exercise of monetary power. They 
contend that the Board of Governors 
should use its open market, rediscount 
rate, legal reserve requirements, and 
other powers whenever action is needed 


*See “Rules Versus Authorities in Mone- 
tary Policy,” loc. cit. 

* For a statement of current Federal Re- 
serve policy goals couched in precisely the 
general terms criticized, see “Statement by 
Chairman of the Board of Governors before 
Subcommittee on General Credit Control 
and Debt Management,” Federal Reserve 
Bulletin, April, 1952. In this statement, 
Chairman Martin stresses the need for “flex- 
ible credit and monetary policy.” 
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to maintain economic stability. In the 
_ exercise of such powers the Board 
would consider economic factors such 
as the level of employment, the value 
of money, and the balance of trade. 
Such objective economic conditions 
would serve as “guides” rather than 
“rules” in policy making. This distinc- 
tion between guides and rules is far 
more important than a mere play upon 
words. Rules would compel a given 
course of action whereas guides may or 
may not bring about such action. In 
short, the use of economic indicators 
as guides to monetary action would 
permit monetary authorities to exercise 
some discretion in the formulation and 
application of monetary policy. 

The adoption of a flexible or dis- 
cretionary policy is not inconsistent 
with a desire for a high degree of eco- 
nomic stability. Policy makers would 
seek to stabilize the price level and the 
volume of employment at a high level, 
but their policies would not always con- 
form to a specific objective rule or set 
of rules. 


II. 


Should the Board of Governors adopt 
a clearly defined and openly stated 
rule or group of rules for monetary 
action which they would be compelled 
to follow henceforth? Should they take 
such action in order to remove uncer- 
tainty as to the future course of mone- 
tary policy? Should they relinquish 
their ability to exercise discretionary 
powers? It is the opinion of the writer 
that these questions should be answered 
in the negative. 

In a real way, the adoption of a fixed 
rule or set of rules for monetary policy 


appears to be a modern version of the 
fixed courses \of action available to 
monetary authorities under the “rules 
of the game” of the traditional gold 
standard. The traditional gold standard 
rules called for tighter credit in re- 
sponse to an outflow of gold and easier 
credit in response to a gold inflow. Thus 
the gold outflow would be halted by 
lower prices and higher interest rates 
while the gold inflow would be checked 
by higher prices and lower interest 
rates. This conception of monetary 
powers in terms of the flow of gold 
meant that such powers were to be used 
primarily to protect the supply of 
bullion. 

It appears that the most persuasive 
arguments for the “rules” approach to 
policy making are similar to those ad- 
vocated in support of strict adherence 
to the rules of the traditional gold 
standard. One of the most persuasive 
of these arguments is that the adoption 
of fixed rules would remove monetary 
policy from the political arena. While 
Bryan’s famous rallying cry of free coin- 
age at the ratio of 16 to 1 is perhaps 
a little dim to modern ears, it appears 
that it would be difficult, if not impos- 
sible, to remove monetary matters from 
political controversy. The abandonment 
of the gold standard throughout the 
world undoubtedly made possible 
greater use of monetary tools to achieve 
political ends. But the traditional gold 
standard tended to benefit the creditor 
group, which was very important po- 
litically, and it is difficult to maintain 
that a monetary policy designed to aid 
other important groups should not be 


adopted. 
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Another argument which may be 
used to support both the gold standard 
and the rules approach is the removal 
of uncertainties concerning the future 
value of the money unit. Certainly the 
historical record does not support, the 
view that the gold standard provided 
a monetary unit with a constant pur- 
chasing power. While it may be argued 
that there would have been even 
greater changes in the value of the 
money unit in the absence of the gold 
standard, the fact remains that the 
United States experienced large price 
level changes during its gold standard 
period. The “rules” approach could not 
produce stability in the _ purchasing 
power of money unless this were the 
only rule.or at least the most important 
rule which bound the authorities. As- 
suming that the rule of a stable price 
level were adopted by the monetary 
authorities and that they were .com- 
pelled to take all possible action to 
maintain the stability of the value of 
the money unit, it is necessary to ask: 
Do the monetary authorities today 
have sufficient power to guarantee a 
stable price level? 

In the face of a threatened price rise 
the Board of Governors could raise the 
rediscount rate, increase legal ‘reserve 
requirements for the member banks, sell 
United States securities in the open 
market, and utilize certain other minor 
powers. At present there is no statutory 
limit upon changes in the rediscount 
rate. In practice, however, the effec- 
tiveness of the rate increases is deter- 
mined by the willingness of the member 
banks to borrow from the Reserve 
Banks. The maximum limit to the legal 
reserve requirements of the member 
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banks is determined by statute. In | 
times past the Federal Reserve authori- _ 


ties have requested increases in these 
maximum ratios. Although temporary 
increases have been permitted, 
maximum ratios today are identical 


with those which were provided by the | 


Banking Act of 1935. The degree to 
which open market powers may be 
utilized is limited by the ownership of 
Federal securities by the Reserve Banks. 
Because the Federal security portfolios 
of the Reserve Banks now exceed $25, 


Sein ae cas ' 
billion it appears that this is the most’ 


important single anti-inflationary in- 
strument available to the monetary au- 
thorities. The principal limitation upon 


the use of this instrument is the danger | 
of demoralizing the bond market in the © 


process of reducing member bank re- 
serves. Such demoralization might bring 
financial panic which could have more 
serious economic consequences than 
continued inflation. But within the 
limits imposed by statute and the need 
for exercise of caution, it may be 
argued that the Federal Reserve has 
considerable powers to control price in- 
flation. Successful exercise of these 
powers will be based upon the absence 
of any offsetting action by the fiscal 
authorities. 

But what about deflation? Obviously 
the same powers may be used in a 
different manner to control deflation. 
The rediscount rate might be reduced 
but it cannot go below zero. If there 
were no demands for loans by the 
customers of the member banks these 
banks might be reluctant to borrow at 
any positive rate of interest. Reductions 
in reserve requirements are limited by 
statute, and the ability of the Reserve 


the | 
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Banks to purchase additional bonds in 
the open market is limited by the Re- 
serve Banks’ reserve ratios. While such 
statutory restrictions might be removed, 
it appears that the principal difficulties 
which the monetary authorities would 
encounter in the event of a price de- 
cline are not statutory in origin. The 
real difficulties lie in an inability of 
the authorities directly to control the 
velocity or turnover of the money sup- 
ply and consequently their inability to 
control the rate of spending. The tools 
available to them are operative upon 
the money supply. Undoubtedly, the 
money supply can be increased greatly 
to offset declines in velocity of money 
turnover. Nevertheless, in the face of a 
large-scale deflationary movement it 
appears doubtful that money supply in- 
creases would offset reductions in ve- 
locity sufficiently to maintain the price 
level. If existing powers of the mone- 
tary authorities are inadequate to guar- 
antee price stability, at least on the 
downside, it would appear to be unde- 
sirable to charge them with a respon- 
sibility for maintaining a fixed price 
level. For it is manifestly unfair to 
charge them with responsibilities which 
exceed their capacities. 

In fairness to Professor Simons and 
the other members of his “school” it 
should be pointed out that they are 
acutely aware of these limitations upon 
the powers of the monetary authorities. 
For this reason their policy proposals 
have frequently been accompanied by a 
proposal to eliminate fractional reserve 
banking.'! This could be accomplished 


“See A. G. Hart, “The ‘Chicago Plan’ 
of Banking Reform,” Joc. cit. For a dissent 
to the idea that banking reforms are needed 


by the adoption of a 100 percent legal 
reserve requirement for all commercial 
banks. By this reform, the powers of the 
monetary authorities would be greatly 
strengthened. Under a system of 100 
percent reserves an increase in central 
bank credit would bring about a cor- 
responding increase in purchasing 
power available to the public. Thus the 
Reserve Banks would be able to control 
directly the volume of demand deposits, 
in contrast to their present powers 
which are primarily directed at control 
of member bank reserves. But even this 
reform would not allow the monetary 
authorities to control the volume of 
spending. The public would retain the 
decision to spend or not to spend the 
newly created purchasing power. And 
without some sort of direct control over 
the volume of spending it would be 
difficult to combat general deflationary 
movements. It is possible to devise a 
technique which would allow the 
monetary authorities to control the rate 
of spending, and a number of ingenious 
devices have been constructed for this 
purpose.’ But these have not received 
serious consideration from either econo- 
mists or public officials. 

Since it appears that a rule compel- 
ling monetary authorities to maintain a 
stable price level is difficult, if not im- 
possible, to attain under present con- 
ditions, it is desirable to analyze the 
practicality of other proposed rules. 


in order to have effective monetary policy, 
see Clark Warburton, “Monetary Difficulties 
and the Structure of the Monetary System,” 
Journal of Finance, December, 1952. 

“For an appraisal of some of these plans 
see A. G. Hart, Money, Debt, and Economic 
Activity, 2nd ed. (New York: Prentice- 
Hall, 1953), pp. 431-48. 
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One policy rule or goal which is often 
suggested is that of full employment. 
Could such a rule be adopted and 
could the monetary authorities guaran- 
tee the maintenance of full employment 
conditions? Again compliance with 
such a rule seems impossible. The same 
difficulties which seem to be inherent in 
the effort to comply with a fixed price 
level rule would also be present in con- 
nection with the full employment rule. 
In the face of declining employment, 
monetary authorities would find it diffi- 
cult to bring about increased spending 
in order to bolster up demand with 
consequent effects upon employment. 
Their difficulties in controlling spend- 
ing arise from their inability to control 
the velocity of money. And without 
control over spending they could not 
guarantee full employment. Thus the 
full employment rule is just as imprac- 
tical as the fixed price level rule. 
Undoubtedly, there are rules which 
the monetary authorities could adopt 
and successfully implement. One rule 
of this type is the stable money supply 
rule. If the monetary authorities fixed 
the money supply in terms of an exact 
amount of money they could probably 
maintain this amount of money over a 
period of time with existing ‘powers. 
But what would be the effects of the 
adoption of such a rule? 
Maintenance of a fixed money supply 
in the face of changes in the volume of 
production and employment might 
bring about serious economic conse- 
quences. If the volume of goods and 
services offered in the market place in- 
creased significantly, the existing money 
supply would have to be more fully 
utilized by an increase in its rate of 
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turnover, or prices would fall. Prospects 
of future increases in the volume of | 
goods and services offered appear — 
reasonably good in view of the increases 
in production and population in recent 
years. While psychological factors play 
a significant part in the determination 
of the velocity of money, habits and 
institutional factors are also important. 
Certainly, it would appear to be risky — 
to place the entire burden of adjust-_ 
ment to the changing volume of trans- 
actions upon the velocity of money. In-, 
elasticity of the money supply under the 
National Banking System was one of | 
the primary reasons for the establish- 
ment of the Federal Reserve System. | 
If velocity changes did not fully offset 
changes in the volume of transactions, 
then the price level would be forced to 
adjust to changes in the volume of pro- 
duction and employment. It appears 
that a flexible money supply, wisely 
managed, would result in a much more 
stable price level than would a com- 
pletely inflexible money supply. 

From this brief appraisal of three | 
possible rules for monetary action it | 
appears that the rules which have been 
widely advocated are difficult, if not 
impossible, of achievement. And one | 
of the rules which could be successfully 
complied with would not materially 
contribute to economic stability. But 
there is an additional objection to the 
entire rules approach. If Federal fiscal - 
policy is to be utilized as a force making 
for economic stability, it is important 
that monetary and fiscal activities be 
coordinated. The adoption of a fixed 
rule for monetary action would make 
such coordination impossible, for the 
monetary authorities could not always 
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adapt their policies to those of the 
fiscal authorities. Because of the lag 
between budgetary proposals and the 
enactment of revenue and appropria- 
tion measures it would appear highly 
desirable for monetary policy to be flex- 
ible enough to take account of changes 
or impending changes in fiscal poli- 
ies, "9 

In many ways monetary instruments 
tend to compliment fiscal techniques. 
While monetary powers may be defi- 
cient as instruments in combating de- 
pression and deflation, fiscal instru- 
ments are difficult to employ effectively 
in combating inflation and overexpan- 
sion. As a practical political matter, it 
has been difficult to obtain Federal 
budgetary surpluses of sufficient size 
to reduce spending and incomes sig- 
nificantly during inflationary periods. 
Yet by means of Federal spending and 
tax policies it is possible to place pur- 
chasing power in the hands of income 
groups who are likely to spend the 
money quickly, thus increasing demand 
in times of deflation and depression. 
Monetary and fiscal instruments also 
are complementary in other ways. Fis- 
cal policy usually must not only be an- 
nounced openly in a democracy but 
also it is slow to implement. On the 
other hand, monetary powers can be 
employed quickly and without fanfare. 

The part of fiscal policy relating to 
the management of the public debt 
must be closely correlated with mone- 


% For a clear statement of the need for 
coordinating fiscal and monetary policies see 
the paper by L. V. Chandler, “Taxation as 
an Instrument for Inflation Control,” which 
was published in Limits of Taxable Capacity 
(Princeton: Tax Institute, 1953). 


tary conditions, and such debt manage- 
ment may legitimately be subordinated 
to monetary considerations. But over- 
all, it may be desirable to use monetary 
powers as the primary weapons to com- 
bat inflation and overexpansion, and 
fiscal powers as the primary weapons 
to combat deflation and depression. 
Since changes in the business cycle may 
be expected, it may be necessary to shift 
from the use of fiscal to monetary pow- 
ers. Certainly proper coordination of 
the two types of instruments may be 
expected to achieve a higher degree of 
control over vital economic conditions, 
such as the general price level and the 
volume of employment, than could be 
expected without coordination. 


IV. 


Advocacy of discretion in the formu- 
lation and execution of monetary policy 
should not be mistaken for advocacy 
of irresponsible monetary management. 
Monetary authorities should base their 
policy solidly upon broad economic 
goals such as a high level of em- 
ployment and a relatively stable price 
level. They should also consider the 
effects of their policies upon interna- 
tional relationships and the conditions 
which are necessary for economic prog- 
ress. In short, their policy must be 
based upon a concern for a broad view 
of the national economy rather than a 
restricted view of any one segment to 
the exclusion of other important parts. 
Their actions should constitute the best 
course available for the entire economy, 
and they should recognize that their 
policies will inevitably benefit certain 
groups and harm other groups. But if 
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they consider the national interest they 
will make their decisions in terms of 
the long-run benefits for the largest 
groups; and over the long run many of 
the short-term conflicts will be erased. 

Certainly policy making in terms. of 
such broad objectives requires a high 
degree of skilled judgment. Adoption 
of a fixed rule for action would mean 
that such judgment would no longer be 
needed. But there is as great a need for 
careful application of considered judg- 
ment in the monetary field as in other 
important parts of the economy. Doubt- 
less, a higher degree of skill and judg- 
ment should be exercised in the future 
than has been the case in the past. But 
merely because monetary authorities 
may have been mistaken in the past 
does not mean that they should be 
stripped of all discretion. Surely the 
men who control the monetary tools 
are capable of learning by experience. 


V;. 


Regardless of the controversy con- 
cerning the possible goals of monetary 
policy, the revival of interest in mone- 
tary techniques is a healthy develop- 
ment. Once again there is talk of what 
monetary policy can accompljsh in 
terms of promoting stability in key eco- 
nomic areas such as the value of money 


“One way to improve monetary policy 
making is to improve the caliber of the 
membership of the Board of Governors of 
the Federal Reserve System. The Douglas 
Subcommittee made specific recommenda- 
tions designed to attract able men to the 
Board. See report of the Subcommittee on 
Monetary, Credit, and Fiscal Policies of the 
Joint Committee on the Economic Report, 
Congress of the United States, 81st Con- 
gress, 2nd Session. 
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and the volume of employment. For 
too long monetary policy was kept 
“under wraps” and subordinated to the 
fiscal needs of the Federal government. 
But the fact that monetary instruments 
may have been neglected in the recent 
past is no reason to neglect fiscal instru- 
ments in the future. Fiscal policy should 
not be excluded even though monetary 
policy is re-emphasized. The tremen- 
dous difficulties encountered in combat- 
ing the depression of the 1930’s and the 
inflation of the 1940’s and early 1950's 
suggest that it would be undesirable to 
neglect either fiscal or monetary instru- 
ments in attempts to promote stability 
of prices and employment. 

To sum up, increased interest in 
monetary policy necessitates a reap- 
praisal of the possible goals of such 
policy. One of the central questions 
which must be considered in this ap- 
praisal is the relative desirability of a 
single policy rule or set of rules as op- 
posed to the use of discretion by mone- 
tary authorities. While the adoption of 
the rule approach might remove un- 
certainty and some of the political 
aspects of policy making, this type of 
approach is impractical at present. If 
the monetary authorities were to adopt 
a rule relating to a major economic ob- 
jective such as the level of prices or 
full employment, they would be unable 
to guarantee achievement of the rule. 
Their present powers are insufficient to 
allow them to control the volume of 
consumer spending. If they were to 
adopt a rule which they could follow, 
such as fixing the money supply, rigid 
adherence to the rule would probably 
make for an increased amount of eco- 


a 


DISCRETION IN MONETARY POLICY Za 


nomic instability. In any case, adher- 
ence to a fixed rule would prevent the 
monetary authorities from adapting 
their policies to those of the fiscal au- 
thorities. This would be unfortunate; 
for monetary policy is a logical comple- 
ment of fiscal policy, and both are 
needed to promote stability in the en- 
tire economy. For these reasons, it ap- 


pears desirable for the Board of Gover- 
nors of the Federal Reserve System to 
continue to employ a high degree of 
discretion and skilled judgment both in 
the formulation and in the execution of 
monetary measures directed toward 
maintaining a large volume of employ- 
ment under conditions of reasonably 
stable prices. 


Older Workers and Their Job Effectiveness 


Rospert L. PETERSON 


Bureau of Business Management, University of Illinois 


OLDER PEOPLE represent something. of 
an economic problem because there are 
coming to be so many of them. The 
problem arises from the fact that this 
growing group has a diminishing eco- 
nomic productivity. Many people past 
65 are partially or fully retired, and as 
a consequence, they contribute little to 
the national product. In 1900 there 
were only three million people in 
America 65 years of age or older, repre- 
senting only 4 percent of the total pop- 
ulation. Today there are about 13 
million people in this age group, repre- 
senting 8 percent of the population.* 
According to the best estimates from 
statisticians, the increase in the older 
population is bound to continue. As a 
matter of fact, it is believed that the 
number and percentage of older people 
will nearly double in the next 35 years. 
This rise in the incidence of older 
people is attributed to our higher stand- 
ard of living and to the great strides 
which have been made in combating 
diseases. 

Aside from the problem of support- 
ing large numbers of nonproductive 
individuals, there is also a question as 
to whether healthy older citizens want 
to be nonproductive. Such evidence 
as has been assembled indicates that 
they do not. In one of the more re- 
liable studies in this field, conducted 
by Edwin Shields Hewitt and Associ- 


* Figures are from an article “Profile of a 
Growing National Problem,” Business Week, 
September 25, 1954, p. 103. 


ates of Chicago, it was revealed that 
about two-thirds of persons reaching 
65, who were eligible to retire with 
pension benefits, preferred to continue 
working. 

In conflict with these questions is the 
youth-oriented philosophy of big busi- 
ness which customarily frowns on the 


napa 


employment of older applicants and © 


smiles on the mandatory retirement of 
personnel who reach a certain age — 
usually 65. There is now a growing sus- 
picion that these frowns and smiles are 
based more on fantasy than on fact, 
for such evidence as is being uncovered 
indicates that supervisors — who are in 
the best position to judge — look favor- 
ably on senior workers even when the 
efficiency of the oldster is being com- 
pared with that of the youngster. 

Because there has been so much talk 
about the effectiveness of older workers, 
and so few facts offered in support, 
several well-known midwestern organi- 
zations were asked to cooperate with 
the Bureau of Business Management of 
the University of Illinois in a survey 
on the effectiveness of older industrial, 
retailing, office, and managerial per- 
sonnel. 

Three separate studies were made,” 
involving a total of 3,077 personnel 60 
years of age or older (78 percent male, 


* Grateful acknowledgment is made to 
Prof. H. S. Hall, Bureau of Business Man- 
agement, who participated in organizing 
these studies, and to the many companies 


whose cooperation made these studies pos- 
sible. 
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22 percent female). The first covered 
527 older workers in 22 retail stores; 
the second 1,525 older industrial per- 
sonnel in 39 industries; and the third 
1,025 older office and managerial work- 
ers in 20 organizations. The present 
article summarizes the findings of these 
studies.® 


Survey Procedure 


The studies were initiated by asking 
executives in cooperating organizations 
to determine how many employees they 
had on their payrolls who were 60 years 
of age or older. It was found that older 
workers constituted approximately 5 
percent of the total employees in these 
organizations. An appropriate number 
of employee rating forms was then sent 
to each organization for distribution to 
supervisors, who were asked to rate 
each of their workers 60 years of age 
or older.* 

It will be observed that in obtaining 
data concerning older worker effective- 
ness complete reliance was placed on 
supervisory opinion. This was because it 
appears that fully objective, laboratory- 
controlled answers cannot be obtained 
with reference to the effectiveness of 
large groups of older personnel in dif- 
ferent types of work. It is believed that 
confidential evaluations of older per- 
sonnel prepared by their immediate 


® Bach of the three studies has been pub- 
lished and copies of the individual reports 
are available upon request to the Bureau of 
Business Management, University of Illinois, 
Urbana. 

* Supervisors were asked to rate the over- 
all performance of each employee and to 
indicate how the employee compared with 
average younger workers with regard to ab- 
senteeism, dependability, judgment, work 
quality, work volume, and ability to get 
along with others. 


supervisors are the best indexes obtain- 
able of older worker competence and 
performance. 


Age of Workers and Length 
of Service 


The average age of personnel in the 
survey group was approximately 64 
years. The survey group was distributed 
into age categories as follows: 


Number of — Percent of 


Age group employees total 
GOO Ares ce hares bn ae 1,940 63 
AOU ot Oe. a ene ate oie 821 27 
TET Aeiee ed. ode MRT he 225 7 
MO eANG OVET es age 91 3 


The high percentage of employees in 
the 60-64 age group is doubtless due 
to the fact that in approximately one- 
half of the cooperating organizations 
there were policies in effect requiring 
all employees to retire at 65 or shortly 
thereafter. 

There were several employees in the 
survey group who were 80 years of age. 
One was a tool worker who had been 
with his present firm for 59 years. He 
was given an over-all rating of “good” 
and was reported by his supervisor to 
be capable of rendering at least two 
more years of satisfactory service. His 
weaknesses were reported to be “de- 
clining eyesight and a tendency to 
fatigue more easily.” Nevertheless, he 
was reported to have a better record of 
absenteeism and to be more dependable 
than average younger workers. 

Another employee of 80 was a man 
whose work consisted of checking in- 
surance applications. He had been em- 
ployed by his company for less than a 
year and was rated by his supervisor as 
“good.” It was reported that he had 
fewer absences than the average 
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Rating 
Age group Excellent Very good Good Fair Poor 
GU-GA eke. thar: 8 Oe oe ee 14% 28% 39% 17% 2% 
6 5= 69 Sens pata a, SORE 15 wy 35 20 3 
AL ST ees es ory Cte PRET EESS cc 1 37 33 15 3 
Wrand [OVEL a 4h Oe at ere oe 14 22 43 20 1 


younger worker, and was as good as 
average younger workers in such quali- 
ties as dependability, judgment, work 
quality, work volume, and getting along 
with others. It was reported that he had 
no apparent age-connected weaknesses, 
and that it appeared he would be able 
to continue working for an indefinite 
period. 

It might be expected that most of 
the older workers in the survey group 
had been with their present organiza- 
tions for most of their working careers. 
However it was discovered that only 
24 percent had spent 30 or more years 
with their present organization. Sur- 
prisingly, 38 percent of these older 
workers had been with their present 
organizations less than 10 years. 

These figures suggest that postwar 
shortages in the supply of available 
workers have been instrumental in en- 
couraging employing organizations to 
raise their age limits in employment 
and to seek recruits from among the 
older age groups. That employers were 
not unwise in pursuing this course is 
reflected in the specific findings of the 
survey which follow. 


Supervisors’ Evaluations 
Over-all performance. All employees 
in the survey groups were given one of 
the following ratings by supervisors on 
their over-all performance: excellent, 
very good, good, fair, or poor. The 


ratings assigned by supervisors to the 
3,077 older personnel in the survey 
group were distributed as follows: ex- 
cellent, 14 percent; very good, 28 
percent; good, 38 percent; fair, 18 per- 
cent; and poor, 2 percent. No impor- 
tant differences were noted in the 
ratings assigned to employees in the 
four age categories; while one might 
expect the favorableness of the ratings 
to decline sharply as age increased, the 
figures do not support such an expec- 
tation. (See tabulation above.) 

There is, of course, a question as to 
how younger workers in these organiza- 
tions would have fared in a similar 
evaluation of over-all performance. 
While no ratings of younger personnel 
were prepared, it seems unlikely that 
employees under 60 years of age would, 
as a group, have received ratings more 
favorable than those given older per- 
sonnel. This is indicated by the follow- 
ing data in which supervisors have 
specifically compared the performance 
of older workers with that of average 
younger workers. 


Absenteeism. Older personnel were 
rated by their supervisors as being 
much less prone to absenteeism than 
average younger personnel, as shown by 
the following ratings: 

Reported to have less absenteeism. . . .66% 
Reported to have about the same 


absenteeisin nce eee 259° 
Reported to have more absenteeism... .9% 
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There were no important differences in 
the ratings assigned to employees in 
the four age categories (60-64, 65-69, 
70-74, 75 and over). Actually, the sur- 
_ vey results show a very slight decrease 
in absenteeism paralleling advancing 
age. 

Dependability. Older personnel were 
rated as having a high level of de- 
pendability. Fully one-half of these 
senior workers were regarded by their 
supervisors as being more dependable 
than average younger workers: 
Reported to be more dependable..... 51% 


Reported to be as dependable........ 43% 
Reported to be less dependable........ 


No important differences were found 
in the dependability ratings assigned to 
employees in the four age categories. 
Those in the far-advanced age groups 
were given ratings on dependability 
which compared favorably with those 
assigned to employees in less-advanced 
age groups. 

Judgment. Only the office and man- 

agerial group (about one-third of the 
total) was rated on the element of judg- 
ment. Supervisors rated older workers, 
in comparison with younger workers, 
as follows: 
Reported to have better judgment. . . .33% 
Reported about the same............ 57% 
Reported to have poorer judgment... .10% 
Again, no important differences were 
noted in the ratings assigned to em- 
ployees in the four age categories. Good 
judgment appears to be an enduring 
quality which may persist into far-ad- 
vanced years. 

Work quality. All older workers ex- 
cept those in the retailing group were 
rated on the quality of their work, in 


comparison with average younger work- 
ers, as follows: 
Reported to have better work quality. . 34% 


Reported ‘about the:same.c.. 0.242% 59% 
Reported to have poorer work quality. ..7% 


A check of ratings assigned to em- 
ployees in the four age groups reveals 
no evidence of a decline in work quality 
paralleling advancing years. 

Work volume. A major criterion in 
the evaluation of an employee is pro- 
ductivity. In this survey the various 
supervisors were asked to compare the 
work volume of older personnel with 
that of average younger workers: 


Reported to have a higher work 


VOLUTNE ree temen Ree aCe rte 24% 
Reported to have a volume about 
thetsamie 3.5. ees. Sect ee aee 56% 


Reported to have a lower work volume . 20% 


There was a slight decline in work 
volume paralleling advancing years. 
Nevertheless, in the oldest age category 
(employees 75 and over), 10 percent 
were reported to have a higher work 
volume, 59 percent were reported to 
have a volume about the same, and 31 
percent were reported to have a lower 
volume of work than average younger 
personnel. In other words, more than 
two-thirds of the oldest personnel in the 
survey group were rated as having a 
work volume as good as, if not better 
than, average younger personnel. 


Getting along with others. Super- 
visors rated each older worker on his 
human relationships, in comparison 
with average younger workers: 
Reported to get along better with 

OLNEKS te eee a, ice ae ee $295 
Reported to get along about the same. .59% 


Reported to get along less well with 
CNHs ee Peet ONS rar Hoi enc inet 9% 
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No important differences were found in 
the ratings assigned to employees in the 
four age categories, thus providing no 
support for the traditional belief that 
workers present problems in human re- 
lations the older they become. 


Remaining years of service. One of 
the most important questions asked in 
the study related to the number of ad- 
ditional years of productive service 
which supervisors believed older per- 
sonnel would be able to give their 
present jobs. Supervisors were asked to 
“indefinite” if an * employee 
showed no signs of weakness or decline 
which suggested a specific limit on the 
number of years he would be able to 
continue working. Results showed that 
26 percent of the group were rated as 
“indefinite.” Of the remainder, the 
individual was estimated 
to have before him approximately five 
and a half years of additional service. 


write 


average 


Age-connected weaknesses. Supervi- 
sors were also asked to list any 
weaknesses in employees which they re- 
garded as age-connected. They were 
not to list unfavorable qualities, such as 
inaccurate work or stubbornness, unless 
they considered these characteristics to 
be the result of advancing age. It was 
startling to find that 69 percent of these 
employees were rated “none” — indi- 
cating that they had no apparent age- 
connected weaknesses. Of the remain- 
der, the weaknesses noted in order of 
number were general slowing down, 
poor health, psychological difficulties 
(such as forgetfulness), impaired eye- 
_ sight, and impaired hearing. While the 
enumerated weaknesses are those com- 
monly associated with older people in 
general, it is noteworthy that supervi- 


sors attributed these weaknesses to less 
than one-third of the older employees 
in this survey group. 

To investigate the possibility of an 
age bias, the age of rating supervisors 
was compared with the ratings on over- 
all performance which supervisors as- 
signed to their older workers. Contrary 
to the long-standing belief that older 
supervisors may tend to think more 
charitably of older workers than do 
younger supervisors, the survey results 
shows a surprising absence of any re- 
lationship between age of supervisor 
and ratings. It was found that super- 
visors in each age group rated their 
older employees with remarkable simi- 
larity. 

Conclusion 


-The findings of this study are highly 
favorable to older personnel. However, 
the reader is cautioned to infer no more 
than is actually indicated. There is a 
suggestion, for example, that older 
people tend to become more efficient 
by virtue of their age alone. This in- 
ference, of course, is not sound because 
it fails to consider that the older per- 
sonnel in this survey group represent 
a highly selective group in several 
senses — only those with the best ap- 
parent capabilities were selected for 
employment, only those with high moti- 
vation have continued to work, and 
only the fittest have survived dismissal. 

The survey results suggest too that 
people 60 years of age or over should 
be selected for employment in prefer- 
ence to younger people. However, this 
inference is also unsound because it 
overlooks the necessity in business or- 


ganizations of employing younger per- 
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sons who will be able to give long years 
_ of experienced service to the organiza- 
tion and who will be available to 
replace senior workers who must ulti- 
mately leave the organization. It also 
overlooks the complications that em- 
ployment of older persons may pose 
for a firm’s pension system. 

The findings of the survey do, how- 
ever, support the following conclusions: 


1. Supervisors in business and _ in- 
dustry consider a majority of their 
workers 60 years of age or older 
to be as good as, or superior to, 
average younger workers with ref- 
erence to absenteeism, depend- 
ability, judgment, work quality, 
work volume, and human _ re- 
lations. 

2. There is no specific point of age 
at which employees become un- 
productive. Supervisors indicate 
by their ratings that satisfactory 
work performance may continue 
into the eighth decade. 

3. Supervisors indicate by their 
ratings that organizations which 
require employees to retire at a 
certain age, such as 65, are losing 
a great deal of valuable produc- 
tivity. 


4. Supervisors believe that about 
one-quarter of their workers 60 
years of age or older will be able 
to continue working indefinitely. 

5. Supervisors believe that a ma- ~ 
jority of their workers 60 years 
of age or older have no apparent 
and specific age-connected weak- 
nesses. 

6. Supervisors have had generally 
favorable results with new em- 
ployees recruited from the ranks 
of the middle-aged. The fact that 
38 percent of the employees in 
this survey group have been with 
their present organizations less 
than ten years means that these 
persons must have been hired 
when past 50 years of age. 

7. There is no indication that the 
age of the supervisor has anything 
to do with the favorableness of 
ratings assigned to older workers. 


Management need not be magnani- 
mous about utilizing older people. 
There is a growing and imposing as- 
sembly of evidence that older workers 
as a group are productive and compe- 
tent — even when their performance is 
compared with that of average younger 
workers. 


Factors Affecting Private United States 


Investment in Japan 


Ben M. Atvorp 


Fellow in Economics, University of Illinois 


THE ALMOST CONTINUOUS Japanese 
trade deficits since 1945 have been 
made possible by “abnormal” foreign 
exchange aid, 
United Nations “special procurement,” 
maintenance of United States troops in 
Japan, and spending by United States 
troops. The gradual decline in these re- 


receipts —- American 


ceipts is creating increased interest in 
means of improving Japan’s balance of 
payments position. 

One method is to import foreign 
capital and technology as means of in- 
creasing the efficiency of the Japanese 
industrial plant. This investment of 
funds improve 
Japan’s balance of payments position 
(1) by enabling Japan to produce sub- 
stitute products for her imports and use 
her raw material imports more effi- 


and know-how can 


ciently, thereby cutting import require- 
ments, and (2) by decreasing costs and 
prices of Japanese exports which, in 
turn, should increase exports. The pre- 
dominant supplier of both technology 
and capital in postwar Japan has been 
the United States. 

In an effort to determine the more 
important factors which affect this 
means of improving Japan’s balance of 
payments position, questionnaires were 
sent in the summer of 1954 to private 
United States investors in Japan asking 
what considerations had affected favor- 
ably or unfavorably their decisions to 


invest in Japan.* Replies were received 


from half of the 54 investors contained ~ 


in the Bank of Japan’s List of Principal 
Cases of Foreign Capital Investment, 
which lists practically all foreign in- 
vestors in Japanese stocks involving 
participation in management. A few 
other replies were used such as the 
returns from a Canadian 
whose investments are handled by a 
United States firm, replies from two 
investors omitted in the Bank’s list, and 
the second replies from investors having 
more than one interest in Japan. This 
brought the total number of replies 
used to 32. The inquiry represents 61 
percent of those investing more than 
$100,000 and 44 percent of the smaller 
investors. The oil industry, which has 
accounted for almost 60 percent of 
American postwar investment in Japan, 


investor 


was represented by only one respondent 
out of four investing companies. Neg- 
lecting this industry the replies repre- 
sent 77 percent of the total United 
States investment in Japanese stocks 
which provide for participation in 
management. 

The influence which replies from the 
non-respondents might have on the 
conclusions is not known, and likewise, 
the views of the American investors 


*The author made the survey under the 
supervision and sponsorship of the Bureau 
of Economic and Business Research, Uni- 
versity of Illinois. 
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who considered and rejected invest- 
_ment in Japan are not known. 


Types of Investment 


As a background for study of the fac- 
tors which affect investment decisions, 
it might be well to note the character 
of American investments in Japan. 
First, they are direct rather than port- 
folio investments. The investments in- 
volve ownership, control, and manage- 
ment of the Japanese companies. Even 
in the case of loans, which are gener- 
ally considered portfolio investments, 
the stock interests of the American in- 
vestor in the Japanese company have 
usually been sufficient to provide these 
elements of ownership and manage- 
ment in the firm. Second, despite the 
fact that in theory anyone can invest, 
the American investor in Japan is pri- 
marily the large corporate investor. 
Only a few of the minor investments 
were made by individuals, and many 
of the investments listed under names 
of individuals represent combinations, 
investment houses, and so forth. Next, 
the investor is an experienced foreign 
investor. Of the firms in the study all 
but four had other foreign commit- 
ments and the majority had less than 
one-fourth of their overseas investments 
in Japan. In 12 instances the investor 
had investments in Japanese firms in 
the prewar period, and hence was not 
only experienced in international in- 
vestment, but in this specific area as 
well. 

Unlike much of United States for- 
eign investment, which has been in the 
raw materials producing industries pro- 
viding exports to the United States 


and elsewhere, American investment in 
Japan has not been in these industries. 
Because of the scarcity of natural re- 
sources, Japan is dependent in large 
measure on the earnings from industry 
and trade, and these are the fields in 
which United States investors have been 
most interested. Of the 30 investors 
included in this study, 23 were en- 
gaged in manufacturing, 10 in sales 
and distribution, and 5 in services. Only 
one investor had invested in mining. 
Several investors were, of course, en- 
gaged in more than one form of activ- 
ity. Those engaged in manufacturing 
appeared to be producing goods pri- 
marily for the Japanese market and to 
a lesser extent for the other Asiatic 
markets, rather than for export to the 
United States. Although almost 60 per- 
cent of the investment has been in 
petroleum, it has been in refining and 
distribution facilities needed for do- 
mestic use of crude imports rather than 
for extraction of oil for export, as is 
true in many cases of United States 
investment abroad. 

The replies indicated that, by and 
large, the American investor considers 
investment experience in Japan about 
as satisfactory as that in other foreign 
countries except Canada. The feeling 
that investment experience had been 
less satisfactory was not characteristic 
of any one industry, but, rather, ap- 
peared to result from matters affecting 
the individual investor. Similarly, the 
larger group which considered its in- 
vestment experience more satisfactory 
was not limited to certain industries. 
However, this group represented larger 
investments in general. The one reply 
from the oil industry indicated that the 
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company’s experience in Japan had 
been more satisfactory than elsewhere. 
While one reply can hardly be con- 
sidered representative of the four 
United States investors in the oil in- 
dustry, the large amounts invested by 
American oil companies in postwar 
Japan may indicate that these investors 
consider their investment experience to 
have been at least as satisfactory as 
their other investments abroad. 

Additional evidence that American 
investors think their investment experi- 
ence has been satisfactory. is derived 
from the fact that only one of the firms 
having completed the required two- 
year holding period had _ repatriated 
any of its original investment. Still 
more conclusive was the fact that 
almost half the investors answering the 
questionnaire reported that they ex- 
pected to increase their capital invest- 
ment in Japan during the next year. 

Not all American investors have pro- 
vided Japan with disposable dollar ex- 
change. In 40 percent of the instances, 
the United States firm had made its 
stock investment entirely with dollars, 
but in a fourth of the cases the entire 
investment had been made by giving 
technical assistance to the Japanese 
firm. All replying firms with ‘invest- 
ments in the chemical industry were in 
this category. One investment was 
made by furnishing machinery to the 
Japanese company. The remaining in- 
vestors had used combinations of these 
means, salable merchandise, and rein- 
vested earnings to make their invest- 
ments. 

It seems that American investors in 
postwar Japan are primarily direct in- 
vestors, large corporate investors, ex- 


perienced investors, investors in manu- 
facturing and trade, and, by and large, 
satisfied investors. In addition, a num- 
ber of American investors did not make 
their investments entirely in dollars, 
and most supplied technical assistance 
as well as funds. 


Favorable Factors 


The study indicated that by far the 
most important favorable influence on 
the decision to invest was the market 
potential in Japan, for more than one- 
half of the investors mentioned this _ 
factor in one form or another. Two of 
the typical replies on this subject (and 
the industry represented) are quoted 
here: 

Belief that Japan will regain its position 


as the workshop of the Far East... 
(Foreign trade) 


Opportunity to participate in a growth 
industry in a growth nation. (Electrical) 


The importance of this factor is readily 
understandable. The investors are 
almost all business enterprises interested 
in expanding their domestic operations © 
to Japan, and a market for their prod- 
uct is the first requisite. 

The favorable factor next in impor- 
tance appeared to be the respect for 
and confidence in the Japanese which 
the United States investors had. A typi- 
cal reply falling into this category 
follows: 

Production, sale and application engineer- 
ing of our equipment required high-grade 
and well trained engineers. We were 
fortunate to become acquainted with a 
group of such engineers in Japan. The 
confidence we had in these engineers has 
been completely justified through the 


years of cooperation with them. (Ma- 
chinery ) 


Vaan 
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While it might be said that very few 


investors would invest on the basis of 


this factor alone, it might also be said 
that very few will make large commit- 


‘ments without confidence in and re- 


spect for those with whom the investor 


expects to be associated. 


A third consideration was the impor- 
tance of investment in Japan when the 


-investor’s world-wide operations were 


considered: 
Good replacement for our facilities in 
Shanghai lost to Reds. (Chemicals) 


The investments were maintained in line 
with this corporation’s policy to have 

. equipment manufacturing companies 
in the principal countries of the world. 
(Electrical) 


. we never voluntarily leave a country 
once we have established ourselves therein. 
(Machinery ) 

Another factor of some importance 
was the availability of efficient, low- 
cost labor: 

It was... obvious that we could not 
compete in Japan with the prices offered 
by European manufacturers. Considering 
the low labor rate in Japan, the only way 
to supply the Japanese market was and is 
to manufacture in Japan. (Machinery) 
Possibly more investors would have 
mentioned low-cost labor as a factor, 
if it were not that high raw material 
costs and inefficient fabricating meth- 
ods in many areas more than offset the 
economies resulting from low wage 
rates. 

In several instances the American in- 
vestors were approached directly by 
Japanese businessmen or by the Japa- 
nese Government: 

We were requested by the Japanese Gov- 
ernment with the endorsement of our State 
Department to cooperate by licensing a 
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Japanese manufacturer to produce our 
equipment as a means of modernizing the 
Japanese National Railways. (Machinery) 
This participation of the Japanese Goy- 
ernment is illustrative of the prominent 
role it has played in postwar foreign 
investment in Japan. Not only does it 
refuse validation for investments be- 
lieved not to be in the country’s inter- 
ests, but it actively seeks investors in 
areas where foreign investment and 
technical assistance are deemed neces- 
sary. 

There were a large number of mis- 
cellaneous factors given for deciding 
to invest in Japan. Some are applicable 
only to the individual investor and 
many are secondary reasons for in- 
vesting: 

. . use of equipment which became ob- 
solete in the USA. (Spinning) 

. ability to gain substantial position 
without converting United States dollars. 
(Chemicals) 


. . . for political reasons . . . (Services) 


This company is servicing [equipment] be- 
longing to us. We desired to have some 


control over their technical standards. 
(Services ) 
We .... felt that direct cooperation would 


probably better protect our interest in 
our own designs than a negative attitude 
which would lead to copying. (Machinery ) 

Investors were also asked what favor- 
able factors, if any, had developed after 
their original investment was made. 
Since investments were originally made 
from 1905 to 1954, the later develop- 
ments varied considerably with the in- 
dividual investors. Inasmuch as many 
have invested relatively recently it is 
understandable that more than a fourth 
of the firms replied that it was too 
early to judge what new factors, if any, 
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were affecting most favorably their in- 
vestments in Japan. 

After the original investment was 
made, the cooperation and satisfactory 
performance of the Japanese firm was 
the fact mentioned most often: 


We have found our Japanese associates of 


the highest caliber and integrity... 
(Machinery ) 
. excellent management, conservative 


operation and intelligent expansion of the 
business. (Foreign trade) 

The personal 
American investor and Japanese man- 
agement seems to be of considerable 


relationship between 


importance. 

Once the original investment was 
made, one of the most important favor- 
able factors was, as might be expected, 
the financial results: 

We grew like “Topsy.” (Lumber) 
Dividends have been forthcoming in U. S. 
dollars at an attractive rate. (Electrical) 
The author was somewhat surprised 
that this factor was not mentioned most 
often, but it may be that many of the 
firms were recent investors having long- 
term investment and considering it too 
early to evaluate the financial results 
satisfactorily. 

Some of the activities of the Japa- 
nese Government proved to be a favor- 
able factor: 

During the course of negotiating our 
agreement, the Japanese Government ap- 
proved the payment in dollars of royalties, 
and payments have been coming through 
regularly without any trouble. (Chemicals) 
While this section dealt with favor- 
able factors after the original invest- 
ment was made, many of the replies 


referred to favorable considerations 
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which did not necessarily develop after 
the investments were made. 

Two investors felt the continued sup- 
port of Japan by the United States was 
a factor which would favorably affect 
their decisions concerning continuation 
of investment in Japan. 

In summary, replies in the study 
seem to indicate that the favorable 
factors of greatest importance when 
the decision to invest was made were 
(in order of importance) market po- 
tential, respect for and confidence in 


the Japanese, established company poli- * 


cies of the investors, Japan’s low-cost, 
efficient labor, and the fact that the 
investor was approached by Japanese 
businessmen or by the Japanese Gov- 
ernment. After the American investor 
had entered Japan, the satisfactory per- 
formance of the Japanese firm and its 
profit rate were favorable factors of 
greatest importance. 


Unfavorable Factors 


The National Industrial Conference 
Board indicated in a report prepared 
in 1952 for the President’s Committee 
for Financing Foreign Trade that the 
three most important obstacles to direct 
foreign investment both on a world- 
wide basis and in Asia were export- 
import quotas, restrictions on the 
remittance of earnings abroad, and re- 
strictions on capital movement in and 
out of the foreign country. Probably 
these obstacles apply to Japan, but the 
Board’s sample was inadequate to de- 
termine the unfavorable factors specifi- 
cally affecting private United States in- 
vestment in Japan. 
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The Office of International Trade, 
Department of Commerce, found in 
1953 that some of the obstacles in the 
Far East included the threat of invasion 
and internal disturbance, the newness 
of the governments; the inadequacy of 
information necessary for investment 
decisions; the existence of rigid con- 
trols; and the low level of average 
incomes. These factors would in most 
cases apply to Japan in some degree, 
but are not necessarily in order of 
importance. 

In the current study respondents 
were asked what factors were con- 
sidered unfavorable at the time the 
original investment was made. The 
most frequently mentioned unfavorable 
factors were the foreign exchange con- 
trols which were mentioned seven 
times: 

The most unfavorable factor has been the 
Foreign Investment Law of Japan which 
compels the investor to maintain his in- 
vestment intact for a period of two years, 
whereafter he can only repatriate the pro- 
ceeds of the sale of 20% of the original 
investment per annum. Inflexibility in the 
law so that the investor may not switch 
his holdings from one security to another 
during the two year holding period with- 
out loss of seniority. This immobility of 
capital is probably by far the greatest 
deterrent to investment in Japan... . 
(Foreign trade) 


Since most of the investors have in- 
vested or increased their investment 
since these controls have been in effect, 
they were, at least, forewarned of these 
difficulties and apparently decided to 
invest despite such restrictions. 
Closely related to the first unfavor- 
able factor of foreign exchange con- 
trols was the unfavorable balance of 


trade position which has forced the 
imposition of import quotas. Japan’s 
inability or unwillingness to balance 
her trade account directly affects the 
prospects which investors have of re- 
patriating their investments. In some 
cases the balance of payments position 
affects the quantities of raw materials 
which can be imported by the subsidi- 
ary, thus affecting the possibility of 
successful operation in Japan whether 
or not earnings are repatriated. Taken 
together the foreign exchange regula- 
tions and the balance of payments 
position were overwhelmingly the most 
important deterrents to investment. 

A third factor of importance was the 
scarcity and high prices of raw ma- 
terials and the accompanying high costs 
of production: 

Precarious sources of raw materials (baux- 
ite from Indonesia and Malaya). (Metals) 
High costs of production and the high 
prices of raw material were unfavorable 
factors for the long run. (Machinery) 
The reasons for high costs of produc- 
tion were not clear, but presumably 
refer to materials costs and inefficient 
fabrication methods. 


Another factor considered was 
Japan’s closeness to Communist terri- 
tory ; 


Uncertainty about the political future of 

Japan in close proximity to the USSR 
. (Electrical) 

We . . . recognize the risk inherent in any 

substantial capital investment in Japan 

due to its geographical location... 

(Machinery ) 


Closely allied to this consideration was 
uncertainty on the part of two investors 
as to Japan’s political future. 


Two investors said that tax dis- 
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crimination influenced their decision to 
invest. The investors mentioning this 
factor did not say whether they were 
referring to the 5 percent “family 
corporation” tax imposed on a Japa- 
nese subsidiary of a United States 
company or to discriminatory enforce- 
ment of the tax laws. One investor 
commented, “If properly handled the 
tax problem can be dealt with although 
it is a considerable item,” Tax dis- 
crimination did not, however, seem to 
be a serious deterrent to private United 
States investment. 

The replying investors also listed un- 
favorable factors affecting their inter- 
ests which had developed since the 
original investment. Here the most fre- 
quent factor mentioned was Japan’s 
unstable economic situation and con- 
tinued inflation during the last two 
years: 


Lack. of stability in... 
troleum ) 


currency. (Pe- 


Economic situation in Japan plus unstable 
Far Eastern situation. (Chemicals) 


Most of the other unfavorable factors 
developing after investment followed 
along the lines of those originally 
anticipated. Several comments on the 
experiences of individual investors are 


e 


well worth noting: Py 


Lack of Japanese capital to carry out their 
commitments. (Metal) 


The Japanese Company has continuously 
been confronted with financial difficulties. 
Payments by their customers, even the 
large industrial firms, are very slow and 
interests on loans are between 10 and 15%. 
(Machinery ) 


Inability to reproduce quality of American 
and European [merchandise] even in 1954. 
(Lumber ) 
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Government restrictions on increasing cap- 


italization of U. S. registered funds has | 
slowed the development of our activities. | 


(Machinery) 


I do not encourage private U. S. invest-— 


ment in Japan because of laxity in en- 
forcing patent rights by the Japanese 
government. My [products] are patented 
in Japan but, payments of royalties due 


me are never made. Many Japanese firms | 
copy foreign patented products and sells — 
[sic] them cheaper than genuine goods. — 
As a whole payments for products and 


services rendered are very bad. (Tile) 


Although only two investors men-|' 
tioned the “limitations set by the Japa-_ 
nese Government on the transferability — 
of dividends on prewar investments in — 


Japan,” it is certainly an unfavorable | 


factor. These prewar investors must 


apply periodically to the Ministry of | 
Finance for permission to remit abroad — 


their profits and if this permission is 
granted a percentage (usually less than 
half) of the earnings may be remitted. 
Not only may the yen earnings not be 
remitted in some cases, but they also 
cannot be invested in any other Japa- 


nese enterprise. Thus, foreign investors | 


must use their ingenuity to reinvest 
their earnings profitably by expanding 
manufacturing facilities, 
sales promotion, enlarging 
programs, and the like. 

In summary, investors covered in 
this survey considered stringent foreign 
exchange controls, the unfavorable bal- 


research 


increasing © 


ance of trade position, the scarcity and — 


high costs of raw materials and the 
high costs of production, and Japan’s 
proximity to Communist territory as 
the more important deterrents to in- 
vestment in Japan. After respondents 
had made their original investments, 


the unstable economic situation and 
continuing inflation were considered to 
be unfavorable factors affecting their 
investments. 


Proposals for Increasing Investments 


The National Industrial Conference 
Board’s report on obstacles to direct 
foreign investment indicated that tax 
concessions were the most frequent 
suggestions from businessmen for in- 
creasing foreign investment, and nu- 
merous speeches by prominent business 

leaders have made this point. 

The United States Department of 
Commerce has mentioned especially 
that consideration should be given to 
proposed revisions in the tax credit sys- 
tem designed to prevent tax concessions 
made by a foreign government from 
resulting merely in higher United States 
taxes.” Other proposals have been 
made, including: Broaden the defini- 
tion of and remove limitations on credit 
received for foreign taxes; extend to 
the rest of the world tax privileges now 
enjoyed by Western Hemisphere trade 
corporations; grant the privilege of 
deferring taxes on income of foreign 
branches until the income is repatriated 
to the United States; and provide for 
rapid write-off of international invest- 
ments. 

The present study supports the find- 
ings of these two studies in that replies 
indicated that tax relief cither by the 
Japanese Government or by the Ameri- 


* United States Department of Commerce, 
Office of International Trade, Study of 
Factors Limiting American Private Foreign 
Investment, Summary of Preliminary Find- 
ings and Recommendations (Washington: 
Government Printing Office, 1953), p. 27. 
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can Government or by both was the 
most common proposal which business- 
men had for encouraging private 
United States investment in Japan. 
Walter H. Diamond, editor of the 
McGraw-Hill “American Letter,” said 
in an address to the Institute of Inter- 
national Trade, University of Illinois, 
“A 42% corporation tax, a 12% local 
Enterprise levy, a 122% Municipal 
Inhabitants Tax, a % to 3% net worth 
tax and a 5% ‘family corporation’ tax 
imposed on a Japanese subsidiary of a 
U. S. company makes investing in 
Japan a heavy burden.”* While re- 
spondents frequently did not specify 
whether they were concerned most with 
United States taxes or Japanese taxes, 
it appeared that they were probably 
most concerned with United States 
taxes. A step in the direction of lower 
taxes was the signing, in April, 1954, 
of two treaties between the United 
States and Japan for the purpose of 
eliminating double taxation. Under the 
treaty provisions Federal taxes in one 
country will be allowed as a credit in 
the other nation. The greatest objection 
to many of the proposals advanced is, 
of course, that such concessions might 
result in greater profit after taxes to 
present foreign investors without a pro- 
portionate increase in direct foreign in- 
vestment. 

Respondents indicated that fewer 
controls and less red tape would be 
almost equal in importance to lower 
taxes as a means of increasing invest- 
ments: 

*Held at Monticello, Illinois, in June, 
1954. See ‘Foreign Areas Attractive For 


American Investments,’ Commercial and 
Financial Chronicle, July 1, 1954, p. 1. 
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Streamlining of the vast unnecessary 
bureaucracy in the Japanese Government 
would be a signal encouragement to in- 
vesting and doing business in Japan. (Elec- 
trical) 

There were some respondents who 
considered Japan’s present policies 
with respect to foreign 
reasonable and understandable: 


investment 


It is our opinion that no additional pro- 
posals are required to encourage private 
U. S. investment in Japan, as long as the 
Japanese Government adheres in good 
faith to the present laws and regulations 
governing such investments, except ratifi- 
cation of the reciprocal tax agreement 
which has been drafted and is under con- 
sideration by the respective Governments. 
(Electrical) 

Japanese Gov't should continue super- 
vision and approval of investment agree- 
ments ... [and] continue preference to 
industries supporting export trade. (Chem- 
icals) 


Thus, proposals 
stimulating investment seemed to fol- 


businessmen’s for 
low along two lines of almost equal 
importance: (1) tax concessions and 
(2) reduced restrictions on foreign in- 
vestment. 

The study leads to some possible 
inferences regarding the Japanese Goy- 
ernment’s policy toward foreign invest- 
ment. First, it seems that Japan.intends 
to ensure domestic control of the indus- 
tries receiving foreign capital. Only in 
the petroleum industry have there been 
indications of foreign domination of a 
domestic industry, and here, in any 
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case, Japan must depend on crude im- 
ports controlled by foreign interests. 
Second, while the individual investor 


usually looks upon investment in Japan > 


as a means of expanding his market, 
the Japanese Government looks upon 
foreign investment as a means of 1m- 
proving its balance of payments po- 


sition and has consistently permitted © 


only those foreign investments which 
will improve directly or indirectly this 
position. 


. . . 4?) 
Third, the restrictions and taxes on} 
foreign investment have hindered pri- | 


vate United States investment in Japan. 


Should the Japanese Government con- _ 


sider additional foreign investment de- 
sirable under these circumstances, it 
might grant tax concessions and modify 


its controls on foreign investment as — 


means of stimulating foreign invest- 
ment. 

Fourth, it seems likely that any im- 
provement in the Japanese balance of 
payments position 
foreign 


will 
which, in turn 
should improve the balance of pay- 
ments position. The balance of pay- 
ments and foreign investment are not 


encourage 
investment, 


separate, independent problems, but — 


two mutually dependent and _ interre- 
lated factors in Japan’s economy. An 
improvement in either factor is likely 
to help the other and thus have a cum- 
ulative, “snowball” effect in improving 
Japan’s economic position. 


Should a Company Publish Its History? 


Wayne G. BroEH1, Jr. 


Assistant Professor, Amos Tuck School of Business Administration, 
Dartmouth College 


WHETHER Henry Ford ever said “his- 
tory is the bunk” is much less impor- 
tant than the rather sinister implica- 
tions that this statement and hundreds 
of others like it leave in the minds of 
the average person. “History” to the 
typical American, conditioned as he is 
to rapid change, calls to mind his high 
‘school history teacher tonelessly re- 
counting the dates of the battles of the 
Civil War, or possibly the picture of a 
mouselike college professor sitting in 
his ivory tower religiously poring over 
books of great intellectual and physical 
weight. 

In reality this is far from the truth, 
both for the field of history as a whole 
and for a relatively new and exciting 
branch, business history. If study of 
history were based solely on the desire 
to explore the past as an intellectual 
pursuit, we might find an almost uni- 
versal agreement by businessmen that 
such a hobby was truly a “sport of 
kings” to be indulged in only by those 
who were already living off the pro- 
ceeds of their first million. But if the 
study of history were used not only for 
the laudable but “impractical” uses 
above but also to relate the past to the 
present and the future, to provide not 
only facts but perspective, and to amass 
additional bulwarks to be used together 
with contemporary information as 
guides for future action, we might find 
considerable backing for such an ap- 
proach among men of action. 


In many respects the field of business 
history is uniquely qualified to achieve 
these important goals. The lives of busi- 
ness firms have fared none too well in 
the past when transferred to the printed 
word, and in a number of cases a lack 
of facts and perspective has been evi- 
denced to the detriment of both the 
public relations of the firms and, more 
seriously, the understanding of the gov- 
ernmental policy makers, the educators, 
the young people, the businessmen 
themselves, and most of the rest of the 
groups that make up the “general pub- 
lic.”* Recent approaches in the field 
of business history, however, have been 
based on a stronger portion of both 
business cooperation and_ objective 
facts, and in turn have opened new 
doors to public understanding of busi- 
ness. 


What Is Business History? 


In the general sense, any history has 
in it elements of business history. Politi- 
cal history, cultural history, social his- 
tory all draw from business to support 
their theses. But all of these approaches 
to “business” study are not business 


*The muckraking period of the late nine- 
teenth and early twentieth centuries would 
rank high in this respect (see Ida Tarbell’s 
history of the Standard Oil Company, Lin- 
coln Steffen’s “exposés” in McClures Maga- 
zine, and Upton Sinclair's novel of the 
Chicago stockyards, The Jungle). But such 
writings have been present throughout the 
history of American business. 
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history, and for a very patricular 
reason. 

A common feature found in all of 
these types of history is that business 
is studied essentially as a total entity, 
or at least in large segments made up 
of a number of individual units. The 
economic, political, cultural, or social 
historian dips into the individual busi- 
ness unit only to find one aspect of a 
total theory. At least from the stand- 
point of the use of facts of business, 
this is essentially a deductive approach. 
The business analyst, on the other 
hand, builds from the individual busi- 
ness unit (or industry) in an attempt 
to complement the more deductive ap- 
proach of these other historians. Four 
separate approaches can be used. 

First, a business history can cover 
the “life”? of a single business firm. 
This can range from the study of a 
small single proprietorship to the study 
of large business units and complicated 
holding companies. To date, the major 
proportion of histories have been con- 
cerned with individual firms.” 

Closely allied to the history of a firm, 
and in many cases synonymous with the 
firm’s history, is the business biography. 
Here the history is that of the life of 


* Because of the concentration of volume 
here at the level of the individual firm, no 
short listing of published histories could do 
justice to all. The work of the Harvard 
University business history group would 
perhaps be a logical point of departure. 
Studies published to date include, for ex- 
ample, histories of the Pepperell Manufac- 
turing Company, Reed and Barton, N. W. 
Ayer and Son, and R. H. Macy and Com- 
pany. Possibly the best single bibliography 
of published business histories is the monu- 
mental work by Henrietta M. Larson, Guide 
to Business History (Cambridge: Harvard 
University Press, 1950.) 
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an individual. If the individual is func) 
tional in more than one business, eac} 
of these is chronicled, and the personé 
life of the individual often forms — 
major part of the history. Many busi 
nesses are essentially extensions of ai 
individual’s personality, and a biogr. 
phy may be the most logical form fo: 
the history of the business as such. 
Because of certain shortcomings i 
the methods and results of busines: 
biography, a separate “inter-discipli 
nary” approach has recently been initil 
ated to study “entrepreneurial history.’ 
The field is conceived of as being muck 
wider in scope than business biography 
with a shift in emphasis away from the 
firm and the individual alone and 
toward the larger social role of entre-+ 
preneurship.* | 
A third field of business history is the 
study of an industry — a group of busi- 
ness firms producing essentially the 
same goods or services and competing 
with each other. If a broad definition is 
taken of an “industry study,” the field 
has already been extensively explored. 
Research in economic history and 
theory has embraced a number of such 
studies. Several governmental studies, 
particularly those of the Temporary 
National Economic Committee, have 


*The formal initiation came through a 
Rockefeller Foundation grant in 1948 mak- 
ing funds available to form a Research 
Center in Entrepreneurial History, located 
at Harvard University. The Center and its 
associates have to the present been con- 
cerned with five major areas of research: 
(1) innovation and change as affected by 
the entrepreneur; (2) origins of entrepre- 
neurs; (3) the businessman’s conception of 
the entrepreneurial function; (4) interna- 
tional differences in entrepreneurship; and 
(5) sociological implications of entrepreneur- 
ship. 
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approached full-scale industry studies.‘ 
Industry trade associations have also 
been active in certain phases of industry 
research. Most of the research by these 
various groups has been confined to 
particular aspects of the industry, and 
to date, few full-scale industry histories 
have been attempted. As the writing 
of individual business unit histories is 
an almost essential prelude to such an 
industry history, this field will neces- 
sarily broaden in scope only at such a 
time as a requisite number of studies of 
individual units have been made avail- 
able. 

The fourth type is truly in its infancy 
—the general business history. Just as 
the industry history is dependent to a 
considerable degree on previous study 
of the individual units, the general 
business history is dependent on previ- 
ous work, and general business histories 
will probably not be written until both 
firm and industry histories become 
more numerous.° 


The Objectives of a Business History 


The economics of both research and 
publishing would seem to dictate the 
necessity for “readership” of business 
histories, so we might ask “Why are 
business histories written?” 

A natural recipient of the fruits of 
business history is the industry, firm, or 


*See Joe S. Bain, “Price and Production 
Policies,’ in Howard S. Ellis, A Survey of 
Contemporary Economics, 1 (Philadelphia: 
The Blakiston Company, 1949), 129-73. 

°>Two pioneer works are available, how- 
ever: Thomas C. Cochran and William 
Miller, The Age of Enterprise (New York: 
The Macmillan Company, 1951); N. S. B. 
Gras, Business and Capitalism (New York: 
F. S. Crofts and Company, 1947). 


individual on which the research is 
done. But some of the specific benefits 
are themselves not quite so obvious. 
Naturally the advertising and employee 
relations values of a well-written fac- 
tual business history are sizable. An ac- 
count of the history of an enterprise, 
in a factual proportion of “good” and 
“bad,” can go far to dispel the inaccu- 
racies of previous works, whichever di- 
rection these inaccuracies have taken. 

As mentioned earlier, however, the 
use of the past to aid in interpretation 
of the present and the future, to gain 
perspective and a realization of the per- 
vasiveness of change, is in most cases 
much more fundamental. Often the 
business firm will use the history as an 
accurate and concise record preserva- 
tion device. A professional approach to 
a firm history should exert a salutary 
influence on the attempt to profession- 
alize the management of a firm, for 
properly interpreted past facts can 
often prevent repetition of past mis- 
takes. A history of a firm may be a 
powerful tool in aiding in the develop- 
ment of a service concept of business 
management —- a stewardship function 
in addition to that of profit making. 
If put to such uses, a business history 
can become a major management tool. 

Benefits of business history extend 
much further than that of the business 
firm alone. The field of education, par- 
ticularly education for business, can 
greatly profit from study of business 
histories. An element of reality that 
should accrue to the benefit of educa- 
tional theory is injected into teaching 
through vicarious business experience 
and insight into the programs and 
methods of business. 
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Last, business history provides certain 
intangible but nonetheless important 
benefits to the general public. It is im- 
possible to assess the impact of the 
General Motors Corporation or the 
United States Steel Corporation on 
America or the world, but certainly the 
influence of businesses, large and small, 
is of major importance to society. 
Knowledge of the factual forces behind 
such enterprises can go far to provide 
society with its own necessary perspec- 
tive. 


Writing a Business History 
Who? 

“Anyone who is competent’ can 
write a business history, but this is 
begging the question. 

A member of the firm is often chosen 
o “tell the company’s story.” Typically, 
he would be an advertising man, the 
secretary, the public relations man, or 
a member of the personnel staff. Each 
has points of strength, but generally 
none has the breadth of perspective to 
assess adequately the entire organiza- 
tion. If they were to combine, and if 
each member rendered a well-rounded 
product, an adequate history could be 
written. This is a “large order” 
seldom achieved.° 

Second, 


and is 
a commercial free lance 
writer may be summoned. Many are 
available, and on occasion, good his- 
tories have resulted. However, a lack of 
impartiality is always a potential threat, 
for one hates to “bite the hand that is 
feeding one.” This obstacle, and others 


*For a discussion of some of the “road- 
blocks,’ see Ralph W. Hidy, ‘Problems in 
Collaborative Writing of Business History,” 
Bulletin of the Business Historical Society, 
XXIII, No. 2 (June, 1949), 67-77. 


like it, can be overcome and a useful 
history compiled, particularly if the 
writer has had wide experience in such 
work. | 

The third avenue is quite similar. 
Often an advertising agency is em- 
ployed rather than an individual. The > 
same difficulties of the first two ap- 
proaches are often present, together 
with an inherent tendency to “adver- 
tise” the company rather than provide | 
a factual and rounded history. The two 
concepts are not synonymous. Great| 
fires experienced by the company are 
certainly more exciting than the finan- | 


cial structure, but not always more im- | 
portant. 

An independent journalist might be 
chosen, and the problems of potentially | 
excessive influence by the company 
mitigated in the process. A more serious 
danger is present, however. The jour- 
nalist is keyed to the interest of the pub- 
lic at the time he is writing, and the 
major objective is to produce a docu- 
ment that will be read. In other words, 
the popularity of his writing is not de- 
termined by how true or fundamental 
his facts are, but whether the work fits 
the particular mores of the particular 
period. This is not necessarily business 
history. 

In truth, the field of endeavor of the 
writer is unimportant; rather, the par- 
ticular abilities of the writer as a busi- 
ness historian should be the deciding 
criteria. He should be well trained in 
one or more basic functions of business, 
such as production, finance, or sales. 
He should have a sense of history, but 
not such an amount of work in a field 
of history as to become wedded to a 
historical method of thinking. He 
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-should have a consuming interest in 


business, an interest that is not colored 
by a negative or positive bias. Lastly, 
he should be able to express himself 
both orally and in writing. For if no 
one will listen to him in the process of 
compilation, he will not get the facts, 
and if no one reads his results, he has 
wasted many peoples’ time and money. 


What Is in a Business History? 


There are several frames of reference 
which may be used in writing a busi- 
ness history. Each has its place. None 
should be overemphasized to the exclu- 
sion of other segments relevant to the 
particular firm. One or more of the 
following aspects of a business might 
be covered: (1) the position of the 
firm in the industry; (2) a particular 
function in the firm (e.g., a “market- 
ing” history) ; (3) organizational struc- 
ture; (4) policy formulation; (5) exe- 
cution of policy and methods of 
operation; (6) product development 
and research; (7) plant, equipment, 
and technology. 

The best approach would be utiliza- 
tion of all these viewpoints that are 
present and relevant to the particular 
firm. This cannot always be accom- 
plished, either from the standpoint of 
the extreme breadth and depth of the 
combination or from the frequent lack 
of full information in one or more of 
the areas. 


How Does One Write a Business 
History? 

Just what resources should a re- 
searcher have available to him in order 
to write a business history? A specific 
list of sources for an individual firm 
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would, of necessity, depend on the type 
and extent of records maintained by 
the firm. If there is a fundamental 
lack of records and documents avail- 
able, the history should not be written. 
In actual fact, however, there will 
never be present all records desired by 
the writer; some gaps will undoubtedly 
exist.” 

In addition to physical presence of 
records, these records must be fully 
available to the writer, together with 
the opportunity for access to individ- 
uals in the firm for personal interviews. 
Very little compromise can be made 
on this point, for skeletons remaining 
in the closet will forever haunt a 
history. It is not, however, mandatory 
to exhibit for public consumption all 
such skeletons. Certainly one would 
not advocate publishing an unfavorable 
fact about an individual, a fact that 
might cause considerable embarrass- 
ment, unless this fact were necessary 
to portray accurately the company’s 
history. But an impartial scholar would 
not care to be associated with a pub- 
lished piece that omitted material facts. 


Some Concluding Observations 


In sum, it would appear that the 
business history, properly conceived 
and adequately executed, offers a 
unique opportunity to management. 
Alone, the economic information made 


“Two excellent sources for guides to 
proper record preservation are Ralph M. 
Hower, “The Preservation of Business Rec- 
ords,’ Supplement to Bulletin of the Business 
Historical Society, 1940, and Irving P. 
Schiller, “A Program for the Management 
of Business Records,” Bulletin of the Busi- 
ness Historical Society, XXI, No. 2 (April, 
1947), 44-48. 
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available to educators and the public 
by such a study could well justify the 
expense and time involved. When the 
potential for internal use in manage- 
ment planning and control is added, 
the values may be far beyond these 
costs. 

By the nature of the type of study, 
however, this is specifically an oppor- 
tunity for management. The social or 
economic historian can sit beside large 
forces and effects, observe these forces 
and effects as a “spectator,” and then 
compile a useful and relevant overview. 
The business historian, on the other 
hand, must write within the framework 


of the individual firm. Certainly the 
problem of monetary support is im- 
portant, but this is not peculiar to the 
business historian — all research work | 
requires a sound financial base. But the 
business historian does have a problem 
that is perhaps more acute than in 
other areas of research — he needs en- 
try into and cooperation from the firm. © 
Here is the necessary first knob of the 
series of doors management may open — 
through the writing of a business his- 
tory. Once opened, these doors may, 
lead the way to an increasingly valu- 
able tool in the kit of management — 
techniques. 
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DURING THE 1920’s and 1930’s, the So- 
viet banking system evolved from the 
capitalist system which had developed 
in the Czarist days. In the course of its 
evolution it succeeded in adapting the 
operation, technique, and theory of 
capitalist banking to the special require- 
ments of a centrally controlled economy. 
It acquired additionally some new and 
interesting functions, the exercise of 
which is possible, and indeed necessary, 
only in the peculiar environment of 
Communist banking. The new mode of 
functioning of banks is being transferred 
to the banking systems of the satellite 
countries, spreading out from the USSR 


' and wielding an increasing influence. A 


study of this new system and of its 
operation is rewarding in greater un- 
derstanding of the functioning of the 
whole Communist economy, of which 
the banking system constitutes an im- 
portant part. 


Contrasts with Capitalist Banks 


Communist banks are state - owned 
and are run not for profit but so as to 
further the interests of the state. In 
this, the banks do not act according to 
their separate understandings of the 
economic situation and the needs of the 
moment, but follow strictly the eco- 
nomic plan drawn up by the govern- 
ment central planning body. The banks 
have virtually no freedom of action — 
their functioning is reduced to the ad- 
ministration of the plan and to its en- 
forcement. By virtue of this fact, the 


actions of the particular banks are cen- 
trally regulated and coordinated. 

The function of money creation be- 
longs only to one bank, the central 
bank of the country. The other banks 
cannot create deposits by extending 
loans through crediting the customer 
on their books. Instead, they can oper- 
ate solely with the funds that have 
been remitted to them in one way or 
another: through deposits or budget 
grants. Consequently, the central bank 
with its numerous branches performs 
the role in which, under capitalism, are 
engaged most of the banking institu- 
tions. 

All economic enterprises and organ- 
izations are compelled by law to hold 
an open deposit account with the cen- 
tral bank. Through this account all 
payments stated minimum 
amount are transacted, the process of 
clearing being performed by the central 
bank with its branches throughout the 
country. Two main results of the adop- 
tion of such a system are: (1) Most of 
the transactions which take place in a 
Communist country are done by book- 
keeping transfers from one account to 
another, within the same central bank. 
Whereas in the West such transfers are 
accomplished by means of checks 
(which may be endorsed and put into 
further circulation), payments under 
Communism are made in the form of 
giro transfers, i.e., instructions to the 
central bank to debit the account of 
the payer and credit the account of the 
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payee. (2) In this way each transaction 
may be traced in the books of the cen- 
tral bank, which thus maintains con- 
stant control over all, or almost all, the 
activities of economic organizations. 
One element of that control is through 
the scrutiny of the payments made by 
the economic unit, all of which have to 
be accounted for in accordance with the 
plan. 

Short-term loans are made almost ex- 
clusively by the central bank. These 
loans serve to finance current produc- 
tion and the carrying of inventories, 
and are closely connected with fluctua- 
tions in the working capital of the en- 
terprises. Each loan is given to finance 
a particular purchase of raw materials, 
wage payments, or other cost involved 
in production and distribution. Once 
the product is sold, the loan has to be 
repaid, another loan being granted to 
finance further production. The central 
bank, while extending its short-term 
loans, can thus keep a close control 
over the productive processes performed 
by its clients, over the quantities of raw 
materials purchased, wages paid out, 
and so forth. 

Long-term credits, on the other hand, 
are given by specialized investment 
banks, few in number, and with a strict 
division of functions. In the USSR 
there are four such long-term banks 
servicing respectively the industrial, the 
municipal, the trade and cooperative, 
and the agricultural sectors of the econ- 
omy. Their credits are given usually in 
the form of grants, and the banks are 
required only to ascertain that the funds 
passed on are spent according to the 
directives of the economic plan of the 
planners. The function of the long-term 
investment banks is, again, control over 


CURRENT ECONOMIC COMMENT 


the financing of investments. In contrast — 


with capitalist banking, the Communist 


long-term credit field is monopolized by — 
a few banks, functionally divided be-— 


tween those banks, conducted as a rule 
on a nonrepayment basis, and rigidly 
controlled. 

Collection of savings from private 
individuals is also monopolized by a spe- 
cial savings bank which invests in gov- 
ernment bonds the funds thus gathered. 

Operations concerning foreign ex- 


change are the monopoly of the central 
bank which delegates the technical side 


of those operations to a special bank 
for foreign trade. The operations of the 
latter are controlled by the central bank. 
The Communist central bank does 
not fulfill the role of the lender of last 
resort. The investment banks operate 
with funds obtained by them either in 
the form of government grants or in 
deposits in the depreciation account by 
the enterprises, i.c., they do not create 
net bank credit. Hence they never find 
themselves with depleted reserves and 
in need of borrowing. The brunt of the 
country’s fluctuations in the demand for 
cash is borne by the branches of the 
central bank, and movement of cash 
between the main office and branches 
of that bank belongs to the internal 
affairs of the central bank. The institu- 
tional developments in Communist 
banking have therefore eliminated the 
need for a lender of last resort. 
~ Differences in the operation of Com- 
munist banks as compared with capi- 
talist banks are based on some funda- 
mental factors found in the economic 
environment of the banking system. A 
more detailed discussion of the opera- 
tion of this system is offered infra. 


THE OPERATION OF COMMUNIST BANKS 49 


Background of Communist Banking 


It may be desirable to consider the 
difference between the free market sys- 
tem and the planned economic system. 
In the former, unfettered market forces 
of supply and demand direct the econ- 
omy in a way which is usually described 
as being the expression of “consumers’ 
sovereignty.” Consumers and _ business- 
men are, both singly and aggregatively, 
guided in their decisions by private 
motives, without regard for the possible 


social and general economic repercus- 


their Under the 


planned economic system, on the other 


sions of actions. 
hand, market forces are eliminated — 
at least partially — as undesirable and 
unable to bring about the optimum 
rate of development of the productive 
potential of the country. It is also 
contended by some writers that market 
forces move the economy in a haphaz- 
ard and for all practical purposes un- 
directed way, which is alien to the con- 
ception of a rational society. The 
planned economic system substitutes, 
therefore, planning for market forces 
and regulations for laissez faire. The 
planned system works consciously to 
ensure full utilization of resources, 
whereas a free economic system does 
not safeguard the achievement of full 
employment because of the blind oper- 
ation of market forces. 

This planned full employment policy 
imposes on the financial system the 
burden of backing up the demand of 
the state for goods and services with 
sufficient purchasing power. Insufh- 
ciency of monetary media in the hands 
of the state would result in the impos- 
sibility of attaining full employment. 


On the other hand, overabundance of 
purchasing power created by the bank- 
ing system and put into the hands of 
the state would resolve itself in infla- 
tionary conditions, with the state bid- 
ding for more resources than were free 
for its use. 

The Communist state tries to employ 
most+of the resources for its own pur- 
poses — which means in practice bid- 
ding them away from private consum- 
ers. If it is deemed inadvisable to take 
the “superfluous” 
from the hands of the consumers by 
means of direct or indirect taxation, 
and if the state insists on its own pur- 
chase program, then the banking sys- 
tem — being a servant of the state — 


purchasing power 


has to create additional money to en- 
able the state to fulfill its plan. But the 
use of this new money bids up the 
prices of goods and services, and 
the country promptly finds itself in the 
snares of inflation. The banks have no 
real independence in the matter. They 
act as a mute arm of the government, 
and inflation is caused by the latter’s 
economic policy. 

Most of the 
were at the start, or are still, virtually 
undeveloped economies, with agricul- 
ture playing the predominant role. The 
ambition of those countries is to indus- 
trialize quickly, and they stoically and 
doggedly set about realizing this ambi- 
tion. The results of such a policy are 
that: (a) there is a pronounced move- 
ment of population from the country 
to the towns, with the accompanying 
necessity for greater education and pro- 
fessional instruction for operatives, all 
of which results in some social friction; 
(b) various bottlenecks appear when 
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the pool of hidden agricultural unem- 
ployment becomes exhausted, when 
houses have to be built on a large scale 
for the people attracted to factories, 
when skills cannot be produced as 
quickly as they are needed, when errors 
of judgment are made in planning pro- 
duction, and so on; (c) there appears 
a huge demand for new capital,- both 
for directly productive investments and 
for public overhead capital. With a 
virtual inability to obtain such capital 
from abroad, capital has to be ob- 
tained from domestic saving — either 
forced saving derived from an infla- 
tion, involuntary saving derived from 
suppressed inflation and the consequent 
lack of sufficient opportunities to buy 
goods, or voluntary saving in the for- 
mal sense, whether genuinely volitional 
or accumulated under official pressure. 

All these phenomena produce strains 
on the banking system of the country, 
strains which take many forms. There 
are rising cost structures, physical short- 
ages, and government pressure to create 
new money. These throw the system 
into uneasy changes of pace, create 
novel situations, and necessitate im- 
provisation, make-up, and patch-up. To 
keep up constantly with the turbulent 
dynamics of an expanding economy, to 
control it and direct it in accordance 
with the goals imposed by the govern- 
ment, constant vigilance is required 
from Communist bank managers. It 
may be added that the flexibility re- 
quired from the banking system is not 
necessarily stimulated by the prevalence 
of state domination in the economic 
sphere. 

On the other hand, the inflationary 
forces are considerably restrained by 
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the strength of the government in Com- — 


munist countries. In contrast to coun- 


tries with notoriously weak and ephem- — 


(e.g., 
France or Italy), Communist govern- 
ments can lay down and regulate most 
of the conditions of the economic life 


eral successive governments 


of the country within a fairly wide — 


range: budget revenues, as well as ex- 
penditures, the volume of production 
(limited by technical considerations) 
and production costs, the total amount 


of monetary resources in the country 
and their use. The power to determine ° 


these factors is, of course, not unlimited, 
and depends, among other things, on 
the moderation of planners and on the 
degree of cohesion of the society, exem- 
plified for instance in an elimination 
of “black market” activities. Even 
granting undue ambitions on the part 
of planners and imperfect cohesion of 
the society the Communist system 
shows substantial superiority over such 
economically and politically weak sys- 
tems as France and Italy both in mate- 
rial production and its increase and in 
ability to avoid inflation. 

In a centrally planned economy 
monetary planning rather than mone- 
tary management is practiced. Mone- 
tary management, or monetary policy, 
serves to influence the economic system 
in a general, nondiscriminatory way 
through changes in money supply and 
in credit terms. Only in a few instances 
(in this country Regulation W or X) 
does monetary management operate 
selectively, influencing a particular field 
of economic activity, e.g., installment 
credit. Even then, however, it institutes 
general ruling conditions within which 
transactions may take place, and does 
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not discriminate against, or favor, a 
particular transaction. One of the tacit 
assumptions behind the use of monetary 
management is that through this over- 
all, nondiscriminating action it elimi- 
nates the least desirable, least remuner- 
ative, and therefore least necessary 
economic ventures. It also implies that 
individual freedom in determining eco- 
nomic actions is more important than 
other considerations. 

Monetary planning, on the other 
hand, determines the course of eco- 
nomic events in that every single trans- 
action or purpose is allotted certain 
pecuniary means which enable it to be 
fulfilled. The function of the money 
market, directed by the profit motive, 
is performed in a planned economy by 
the Central Planning Office, directed 
by a desire for certain very definite 
achievements. If, under the directives 
of the Central Planning Office, no 
funds are allotted for a given venture, 
such a venture cannot take place. The 
amount of money credited to a particu- 
lar use also determines the size of the 
transaction to be performed, and so the 
degree of development in the given line 
of economic activity. In this way mone- 
tary planning controls the rate of 
growth and the activity of every unit 
and every branch of the economy. The 
effectiveness of that control need not, 
however, be, and, as we shall show, is 
not complete. 

It should be noted that monetary 
planning does not, by itself, regulate 
the economic life of the country. The 
financial plan, drawn up by the bank- 
ing system, merely translates the over- 
all economic plan of the government 
into money terms, and thus cannot be 
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regarded as the original determinant 
of the economic system. 

This brief sketch of conditions in 
which Communist banking operates 
can be summed up as depicting a cen- 
trally planned, rigidly regulated, and 
strictly controlled system, in which the 
banking system serves primarily the 
needs and purposes of the state. The 
main role which remains for the banks 
to play is, as will be indicated more 
extensively later, the control over the 
adherence to the plan by other eco- 
nomic units. 


The Functions of Communist Banks 


The present section considers the 
blueprint for the operation of Com- 
munist banks. The subsequent section 
will provide a discussion of deviations 
from this blueprint. 

The discussion of the functions of 
Communist banks may be divided as 
follows: creation of money, the clear- 
ing system, short-term credit, long-term 
credit, collection of private savings, and 
foreign exchange operations. 


Creation of money 


The central bank possesses here a 
virtual monopoly. It plans its future 
money creation in a special plan, called 
the Cash Plan, which is a residual of 
the Credit Plan: if the receipts of the 
central bank are not sufficient to cover 
the planned credits, then the bank 
knows that it has to issue new money 
in order to fulfill its credit plan. Ulti- 
mately, the amount of new money 
creation depends on the directives of 
the general economic plan of the 
country, drawn up by its political 
bosses. 


a2 


The clearing system 


Every enterprise is obliged to open an 
account with the central bank, through 
which the enterprise’s flow of payments 
is directed. Bank settlements take place 
for amounts over a certain stated mini- 
mum. In Soviet Russia that minimum, 
with few exceptions, is 1,000 rubles; 
transfers in amounts up to 100 rubles 
are made in cash, and between 100 and 
1,000 rubles by book  cross-entries 
through the Liaison Ministry. 

In this way all settlements for more 
than 100 rubles are cleared in Soviet 
Russia without use of money. All are 
finally entered in the books of the 
central bank. In making these cross- 
entries the central bank gives its seal 
of approval. If it does not regard a par- 
ticular transaction as consistent with the 
plan, it may disallow the payment by 
a simple refusal to enter it in its books. 

Since all major payments are cleared 
through the central bank, this bank can 
exercise almost daily control over the 
greatest part of the activity of every 
enterprise. It thus becomes a large ac- 
counting machine for practically all 
activities undertaken in the economy. 

The clearing system evolved in the 
USSR, and being adopted in other 
Communist countries, has the following 
main distinguishing features: 


(a) The enterprises which have 
monetary resources on deposit with the 
central bank can dispose of them ac- 
cording to their judgment, but their 
transactions have to be made under the 
control of the central bank, which 
guards the fulfillment of laid-down 
rules and the order of priority of settle- 
ments, not allowing any illegal im- 
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mobilization of resources through un- 


planned actions. 


(b) Debiting of a clearing account 
takes place only with the approval of 
its holder, with the exception of in- 
stances laid down by the law. This 
feature was introduced into the Soviet 


practice in order to protect the buyer — 


from being supplied with goods of in- 
ferior quality without any opportunity 
to protest against such action. Since the 
time allowed for approval is limited, 


most transactions are in practice tacitly ; 


approved by the customers who do not 
submit any protests to the bank. 

(c) Payments are made on the books 
of the bank only within the limits of 
resources of the payer, or within the 
limits of resources placed at the dis- 
posal of the banks for their execution. 

(d) Payments for goods and services 
are made at once and use of commer- 
cial credit (granted by the seller to the 
buyer) is prohibited. Thus a purchas- 
ing enterprise, instead of being able to 
incur a debt on its buyer’s account with 
the supplying firm, has to go to the 
central bank for a short-term loan to 
finance the purchase. This allows the 
central bank to obtain without any 
delay information about transactions 
made in the economy. 


Short-term credit 

This type of credit is, again, with 
minor and quantitatively unimportant 
exceptions, the domain of the central 
bank. Its aim is the financing of the 
flow of goods which pass through the 
enterprises in the productive process. 
This fact causes short-term credit to 
be given to cover only temporary needs, 
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under the obligation to repay the loan 
at a stated date. 

Short-term credit follows the produc- 
tive process: starting with the raw 
material state it finances production 
through its various stages to end finally 
in the last distribution channel. As an 
enterprise receives goods, it contracts a 
loan to pay for them. When it sells 
them to the manufacturer at the next 
productive stage, or to the distributor, 
it is credited with the value of the com- 
modity thus sold, and can repay the 
loan. But the receiving enterprise finds 
itself, in turn, in need of credit — and 
the process of credit giving continues. 

Part of the working capital of an 
enterprise has to be financed from in- 
ternal resources of the firm. But the 
part which is supplied by bank credit 
is sufficient to establish a firm element 
of control over the productive activities 
of the enterprise. If the enterprise falls 
behind in the fulfillment of its plan, 
its revenues from the sale of its products 
are consequently smaller than provided 
for, and its need for credit accommoda- 
tion greater. The central bank can in 
this way detect the laggards in the plan. 

A firm which fails to reach its 
planned production goals cannot ob- 
tain credit as easily as one which fulfills 
its planned tasks. Thus a financial in- 
centive is added to boost the perform- 
ance of Communist enterprises. 

Planning its credit operations, the 
Communist central bank ascertains the 
correctness of claims for a given amount 
of working capital; controls the con- 
formity between credits for particular 
purposes and the real needs for them, 
as determined by the planned tasks; 
and watches for the “correct” redis- 


tribution of state resources according to 
the actual needs of enterprises, and 
according to the requirements of effec- 
tive and proportional development of 
the whole economy. These requirements 
represent a certain optimum of eco- 
nomic development, and are heavily 
imbued with political value judgments. 
In order to perform these tasks, the 
bank has to exercise a constant, almost 
daily, and systematic control over all 
enterprises financially subordinate to it. 

A differentiation of short-term credits 
which is most frequently used in Com- 
munist countries divides them into those 
servicing the working capital needs of 
enterprises and those servicing the turn- 
over of goods. The latter seems to con- 
cern the cost of raw materials bought 
to be used in production, whereas the 
former pertains to all other overhead 
costs incurred during the productive 
process. In the field of working capital, 
60 percent of needs is financed from the 
internal resources of the enterprises, 
the remaining 40 percent being fi- 
nanced by bank loans. In seasonal 
fields bank loans finance a larger part 
of the working capital, e.g., in the food 
industry they finance 60 percent, and 
in state purchasing organizations as 
much as 80 percent of the value of 
working capital. In heavy industry, on 
the other hand, where seasonal fluctua- 
tions are not pronounced, the figure was 
about 20 percent before 1941. 

The use of bank credit involves an 
operational charge, which is collected 
in the form of interest payments. Be- 
tween 2 and 4 percent is charged for 
short-term loans, while medium and 
long-term loans to kolkhozes, coopera- 
tives, and for individual house-building 
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carry an interest charge of 1 to 3 per- 
cent. Overdue loans carry a penalty 
rate of 6 percent. On the other hand, 
the bank pays an interest rate of 2 
percent on its clearing accounts, and 
savings banks, discussed later, pay from 
2 to 5 percent on savings accounts. 

In order to discourage defaults by 
debtors and to maintain “the financial 
discipline” various credit sanctions are 
applied, ranging from reports to higher 
authorities to a stoppage of all new 
loans and to temporary sequestration of 
goods of the defaulting debtor. 


Long-term credit 

Investment activity is of crucial im- 
portance in any economy because it 
influences directly the kind and quan- 
tity of future products which will be 
obtained with the use of the capital 
goods created in the process of invest- 
ment. Under Communism, the center 
of direction of investment activity 1s 
political. Political rules decide how 
much of the national resources will be 
devoted to the production of capital 
goods and how much will be left for the 
production of consumers’ goods. In 
both kinds of production they decide 
what kinds of goods will be produced — 
how many furnaces, factories, tractors, 
power stations, and so on. In this way 
the future development of the country 
is determined by its present rulers. 

The field work of investment activity 
is performed by specialized long-term 
investment banks which are vested with 
administrative and controlling tasks. In 
the Soviet Union there are four long- 
term investment banks: the Prombank, 
or Industrial Bank, which finances in- 


dustrial, transport, communications, 


and road-building firms in the sphere 
of long-term investments; the Tsekom- | 
bank, or Municipal Bank, which finan- 
ces local governments and building 
construction; the Torgbank, or Trade 
Bank, which provides funds for capital 
investment by cooperatives and gov- 
ernment trade organizations; and the 
Selkhozbank, or Agricultural Bank, 
which gives long-term credit to agri- 
culture — kolkhozes, state farms, and 
farmers. 

Similar division of specialized banks, 
is being adopted in the satellite coun-_ 
tries. This organization shows a banking | 
structure built on ‘strictly functional 
lines, with no competition among bank- — 
ing institutions and with emphasis on 
expertness, exclusiveness, and complete- 
ness of control. 

The functions of the long-term in- 
vestment banks may be summed up as 
follows: to finance investments on a 
nonrepayable basis; to provide long- 
term credits to kolkhozes and cooper- 
atives; to provide short-term credits 
to construction enterprises financially — 
linked with them (this constitutes | 
the quantitatively unimportant excep- | 
tion to the monopoly of the central 
bank in the field of short-term credit) ; 
to conduct settlements between contrac- 
tors and their clients (actual construc- 
tion is characteristically done by con- 
tractors, and not by those who are 
finally to use the capital goods thus 
created, in order to strengthen control) ; 
to accumulate monetary resources for 
financing of capital investments; and 
to conduct cash operations in the field 
of communal and housing activity. 

The funds used for financing invest- 


: 
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“Ment activity are derived from gov- 
ernment grants (the most important 
source) ; a part of amortization allow- 
ances; that part of incomes of enter- 
prises which remains after deductions 
for the state budget and for the direc- 
tor’s fund of the enterprise; resources 
from special funds; and funds of kolk- 
hozes which have not been distributed 
among their members. 

The investment planning system is 
consciously rational. Elaborate timing 
charts of completion of investments are 
prepared and the effect of each invest- 
ment on production is_ carefully 
weighed. The long-term investment 
banks place their expert, specialized 
knowledge at the disposal of the central 
planners and pass their judgment on 
estimates produced by individual enter- 
prises, giving their recommendation to 
plans, or withholding it. 

The specialized banks are obliged to 
maintain a daily control of the state of 
accounts of firms engaged in invest- 
ment work. Above all, it is considered 
highly important that the banks control 
the settlements between their customers 
and the contracting organizations, con- 
cerning the fulfillment of investment 
projects. 


Collection of private savings 

The recent substantial rise in the 
savings of the Russian population has 
increased the importance of the savings 
banks as a means for mobilizing mone- 
tary resources. The funds saved by the 
population are deposited in special 
savings banks and invested by these 
banks in government bonds. The Soviet 
fiscal practice treats increases in savings 
as tantamount to budget revenues. And 


in fact, under a planned economic sys- 
tem, any net saving on the part of the 
population frees resources for use by the 
state, without creating any need for ad- 
ditional taxation in any form, or for a 
new issue of money. For that reason 
saving is encouraged under Commu- 
nism. 

The savings bank system consists of a 
whole network of branches, situated in 
post offices, branches of the central 
bank, railway stations, factories, village 
clubs, and so on. Their activity includes 
in the Soviet Union, apart from the 
collection of savings, receipts of taxes, 
payment of pensions, and payment of 
some rewards by the state. Adminis- 
tration of the savings of the population 
is, however, the main preoccupation of 
the savings banks. 


Foreign exchange operations 


Under the Communist system, foreign 
trade is the monopoly of the state. The 
role of the banking system in foreign 
trade relations is, as in other spheres, 
strictly regulated. A special foreign ex- 
change plan is drawn up, consisting of 
two parts: (a) the commercial part, 
in which the central bank shares the 
work of preparation with the Ministry 
for Foreign Trade, the central bank 
planning the monetary aspect of the 
trade; (b) the noncommercial part, 
drafted by the Finance Ministry. The 
execution of the foreign exchange plan 
is left to the central bank and, usually, 
a foreign trade bank, the latter working 
under the supervision of the former, 
and performing generally minor and 
technical operations. 

The central bank has a monopoly on 
the purchase of gold and on dealing in 
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foreign exchange. It should be noted, 
however, that the majority of foreign 
trade transactions with the Commu- 
nists take the form of barter exchanges 
in which there is no need for foreign 
exchange operations. For the remaining 
operations the Communist central bank 
maintains a network of correspondents 
throughout the world. These corre- 
spondents keep accounts for it, debiting 
or crediting them whenever a transac- 
tion is performed. 

To sum up, we find, first, the central 
bank, with the monopoly of money 
creation, acting as the clearing center 
for monetary transactions between en- 
terprises, possessing the almost exclu- 
sive right to grant short-term credit and 
having the duty to conduct foreign ex- 
change operations. Second, there are 
specialized long-term investment banks, 
which control the field of long-term 
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credit. Third, there is a network of 

savings banks occupied with the mobili- 
zation of private savings for the pur- 
poses of the state. Fourth, we may find 
one or two banking institutions which 
are of assistance to the central bank in 
the field of foreign exchange operations. 

The system thus outlined is clearly 
constructed on functional lines, with 
the central bank playing by far the 
most important role. Each bank has 
allotted to it one or several distinctive 
spheres which are not encroached upon 
by the other banks. Competition gives 
way here to specialization. 

The accompanying chart summa- 
rizes the functional division of com- 
munist banks and their relations to the 
Ministry of Finance (discussed in a 
later section) and to the central Plan- 
ning Office. The solid lines indicate the 
flow of funds. 


Deviations from the Blueprint 


_ It would be erroneous to draw from 
the preceding discussion the conclusion 
that every single transaction is strictly 
controlled by the banking system, that 
transactions which do not follow the 
letter of the plan are promptly dis- 
covered and effectively disallowed, and 
that enterprises engage in simple copy- 
ing of the plan without any decision 
making on their own. 

Central planners, however able and 
industrious, cannot be expected to lay 
down minute orders concerning each 
transaction of the economic enterprises. 
On the other hand, if such a “perfec- 
tion” were possible, there would be no 
place for industrial managers in Com- 
munist countries —only bookkeepers 
and accountants would be left to follow 
the directions. A study of the Com- 
munist systems shows clearly that in- 
dustrial managers are by no means an 
extinct class in those systems. They 
must make manifold decisions on their 
own. Whenever such a decision is made, 
the banks have no measuring rod with 
which to compare it except their own 
understanding of the aims of the plan 
and the needs of the economy as shown 
in the light of that plan. Elements of 
estimation, judgment, and guesswork 
are here injected into the rigid outline 
of the planning system. 

It goes without saying that should a 
manager allow himself too much lati- 
tude in his interpretation of the plan, 
the controlling bank can object to his 
expenses and possibly call his actions to 
the attention of the planning authori- 
ties. The sheer bulk of the work in- 
volved, however, can very well make 
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the control rather superficial. Only 
when irregularities are discovered will 
the bank concentrate its attention on 
the activities of the given enterprise. 

Western economic research shows 
that Communist enterprises spend con- 
siderable sums in a manner which could 
not possibly be approved by any plan. 
Each enterprise allocates some of its 
profits to the so-called Director’s Fund. 
Nominally, this fund is to be used to 
increase the welfare of the workers, and 
expenditures from it are to be made 
with the approval of the workers’ union. 
In practice, however, the manager of 
the enterprise spends such funds pretty 
much at his own will. A substantial 
portion of these funds seems to be spent 
on bribing various officials, buying 
goods on the gray market, or securing 
the services of unofficial intermediaries, 
who, through their connections, enable 
the enterprise to obtain otherwise in- 
accessible raw materials. Most of these 
expenditures are in all probability made 
in cash and therefore escape the control 
of the central bank. Those made 
through the banks are most certainly 
appropriately camouflaged. 

It is contended by the Soviet writers 
themselves that in the field of long- 
term credit there exists inadequate con- 
trol, that the administration of funds 
by the specialized banks is careless (the 
banks do not give enough information 
to their customers on financial matters 
and fail to guide them properly), that 
there is a deplorable lack of proper 
measures against defaulting debtors, 
and that the quality of the work of 
specialized banks, particularly in their 
main offices, could be improved. 
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The Disposition Center 


The banking system under Commu- 
nism is not autonomous. The Ministry 
of Finance has been made the dispo- 
sition center for all banks’ in Com- 
munist countries. The Minister of 
Finance has the power of appointment 
and removal of the directors of the 
banking institutions, who are therefore 
directly responsible to him. The Fi- 
nance Ministry scrutinizes thoroughly 
the Cash Plan prepared by the central 
bank, and maintains a close daily con- 
tact with that institution. | 

A particularly close regulation is 
maintained by the Ministry over the 
activities of the investment banks. Ac- 
cording to the Soviet practice, the 
Ministry of Finance in exercising its 
directing function informs the long- 
term investment banks about the an- 


nual plans for financing capital invest-- 
ments. This information contains a] 
breakdown into plans for each quarter | 
of the year. On the basis of these plans 
the various ministries and departments | 
present to the main offices of the spe- | 
cialized banks the financing limits, 
(credit limits), giving the separate 
main items and the enterprises directly 
responsible for them, and showing the 
general sums devoted to each project. 
This information is passed on to the 
branches concerned and put by them 
into action. | 

The banking system thus becomes a_ 
control department of the Ministry of 
Finance, subservient to the over-all eco- 
nomic plan of the country and unable 
in any way to influence by itself the 
course of economic events in the system. | 


Basing Point Pricing and Regional De- 
velopment: A Case Study of the 
Iron and Steel Industry. By George 
W. Stocking (Chapel Hill: Univer- 
sity of North Carolina Press, 1954, 
pp. vii, 274. $6.50) 


This is a valuable addition to the ac- 
cumulating series of regional studies 
dealing with the factors that heretofore 
have retarded industrial development 
in the South. Dr. Stocking, Professor of 
Economics at Vanderbilt University 
and a distinguished student of monop- 
oly problems, undertakes to analyze the 
effect of basing point pricing on the 
development of the iron and steel in- 
dustry in the South, particularly in the 
Birmingham area. His study is spon- 
sored jointly by the Committee of the 
South, established by the National 
Planning Association, and the Institute 
of Research and Training in the Social 
Sciences at Vanderbilt University. The 
empirical data are derived from hereto- 


fore unpublished statistics of iron and 


steel shipments during the years 1937- 
39, collected by the Temporary Na- 
tional Economic Committee and now 
deposited in the National Archives. 
More recent materials, consisting of 
articles, government reports, congres- 
sional hearings, commission rulings, and 
court decisions, are used to support the 
general economic and legal analysis of 
the basing point system. Brief attention 
is given to the mechanics of basing 
point pricing, to the economic charac- 
teristics of the iron and steel industry, 
and to the origin and history of restric- 
tive practices in the industry. In a very 
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brief concluding chapter the author 
suggests the elements of a sound public 
policy. 

At the very beginning Professor 
Stocking recognizes that basing point 
pricing is merely one of several factors 
which have operated to retard the de- 
velopment of the iron and steel indus- 
try in the South. Accordingly, he sup- 
plements his investigation of basing 
point pricing by examination of other 
contributing influences, such as price 
leadership, uniform pricing of extras, 
quantity discounts, secret price-cutting, 
the structure of the industry as dictated 
by patterns of ownership, and the 
characteristics of supply, demand, costs, 
and markets. All these factors, plus the 
menace of general economic instability, 
combine to restrict competition and to 
perpetuate monopolistic organization 
and market behavior. This complex ap- 
proach is valid, for monopoly is indeed 
a Hydra-headed monster which de- 
rives its sustenance from many sources; 
but it does create difficulties of evalua- 
tion. In fact, Professor Stocking has so 
many villains in the drama that he 
himself is not quite sure which is pri- 
marily responsible for the demise of 
competition. One infers from his con- 
clusion that economic instability and 
the ownership structure are the princi- 
pal culprits, with the basing point sys- 
tein playing only a minor role in the 
denouement. The effect, whether or 
not so intended, is to minimize the sig- 
nificance of basing point pricing. 

In the empirical sections of the book, 
however, particularly Chapters 4 and 
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5 and Appendix C, where the basing 
point system is considered in isolation 
from other monopolistic devices and 
with special reference to the South, the 
degree of culpability is quite clear. De- 
spite Birmingham’s cost advantage, 
both production and freight-wise, its 
natural market has been continuously 
invaded by northern steel producers 
through the use of discriminatory 
basing point prices (i.e., by freight ab- 
sorption). As a consequence, basic ca- 
pacity in the Birmingham area has 
been restricted to a level far below the 
demand of the natural market; the 
range of product differentiation has 
been limited, some lines for which a 
large demand exists (seamless pipe and 
tubes for example) not being produced 
at all; fabricators of specialized steel 
products, such as rivets, plows, boilers, 
structures, ships, tin plate, and wire, 
have tended to locate elsewhere be- 
cause of adverse price differentials 
against Birmingham. The burden of 
supporting this monopolistic system, 
with its misallocation of resources, 
waste, and unnecessary costs, has fallen 
on the people of the South in the form 
of excessive prices for iron and steel 
products. Since 1938 the general expan- 
sion of the steel industry and the goy- 
ernment’s attack on basing point pricing 
have brought some relief, but Professor 
Stocking is not confident that these 
gains can be extended, or even held. 
The decline of demand and emergence 
of excess capacity, the recent return to 
basing point pricing, and the dominant 
pattern of ownership and control serve 
to perpetuate monopoly conditions in 
the industry. 


Unfortunately Professor Stocking is: 
reluctant to prescribe a remedy logi-- 
cally consistent with his empirical anal-- 
ysis. This is revealed most clearly in} 
his attitude toward f.o.b. pricing. 
Although he demonstrates that basing’ 
point pricing is a monopolistic device. 
and concedes that under perfect com- 
petition all prices would be f.o.b., he 
rejects mandatory f.o.b. pricing as the 
basis of public policy. Instead, he 
would allow firms at their discretion to_ 
sell at delivered prices and absorb 
freight, provided it is done independ-— 
ently (i.e., without conspiracy) and 
does not restrict competition. This’ 
equivocal and contradictory recommen- | 
dation is justified by a specious dis- 
tinction between discrimination used as _ 
a competitive device and discrimination — 
used as a predatory device (p. 192, 
italics supplied). His explanation as to— 
how discrimination — a monopoly tac-_ 
tic — promotes competition is quite un- 
convincing. 

Why does the author reject a pricing 
policy that is consistent with free com- 
petition and endorse the promonopoly, 
self-serving thesis of basing point advo- 
cates? The answer is provided in a 
most revealing paragraph: (p. 193) 
The South has a broader and more endur- 
ing reason for rejecting mandatory f.o.b. 
pricing, viz., the preservation of a free 
economy. To tell businessmen that they 
must price what they sell only f.o.b. plant, 
when in their individual judgment freight 
absorption might prevent bankruptcy or 
enhance profits, is inconsistent with the 
function of the entrepreneur in a com- 
petitive society. Positive interference of 
this sort is apt to accentuate the tendency, 


now everywhere around us, for the gov- 
ernment to assume responsibility in the 


| 


| liberty, “creeping socialism,’ 
j enemy. To avert this menace, to pre- 
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it has no alternative but to take over basic 
industries. 


There you have it—a secret fear 


| which “puzzles the will; and makes us 


rather bear those ills we have, then fly 
to others that we know not of.” Gov- 
ernmental encroachment on individual 
> is the real 


serve economic freedom, we must en- 
dow private monopolists with an in- 
alienable right to do as they please — 
in this instance, to sell at will all over 
the map and without regard to produc- 
tion and transportation costs, resorting 
to such discrimination as may appear 
necessary to “prevent bankruptcy or 
enhance profits.” To perfect the illu- 
sion and render it more palatable we 
shall pretend that monopoly is really 
free enterprise and that discrimination 
is really competition. 

Such fantasies, such upside-down 
semantics, conceal a fundamental 
paralysis of social will induced by an 
obsessive fear of government. So long 
as men fear government more than 
private monopoly they will deny gov- 
ernment the power to prevent monop- 
oly and will rationalize the latter as a 
lesser evil. This disposition is charac- 
teristic of the current Zeztgeist. It 
explains the prevailing mood of pessi- 
mism among  antimonopolists, the 
upsurge of a prolific literature of ration- 
alization, the supineness and vacillation 
of government on the monopoly is- 
sue. Even Professor Stocking, after 
many years of valiant service in the 
cause of free competition, is not im- 
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mune to this virus. As an analytical 
economist he presents a powerful in- 
dictment of monopoly; then, yielding 
to his fear of government, he rejects 
the logical implication of his diagnosis 
and recommends a policy favorable to 
monopoly. One can only hope that in 
subsequent studies he may resolve this 
contradiction by a more realistic ap- 

praisal of the responsibility of govern- — 
ment for the maintenance of free com- 


petition. 
Horace M. Gray 


Realistic Depreciation Policy. By 
George Terborgh (Chicago: Ma- 
chinery & Allied Products Institute, 
LO54e pps xxiv, 197. “pO:00) 


One of the most serious problems 
faced by the accountant in attempting 
to provide an estimate of the annual 
income of a firm is to determine the 
portion of fixed assets which have been 
consumed during the period. In the 
main an “accurate” measurement is 
considered impossible with the result 
that various have been 
adopted conventionally as a solution. 
The formula used extensively in the 
United States is the straight-line depre- 
ciation, which is expressed as original 
cost less scrap value divided by years of 
life. At the present time, the use of this 
formula for income tax purposes 1s 
under severe criticism. This study 
criticizes the straight-line method and 
suggests other methods. 

It is the stated objective of the book 
to yreappraise existing depreciation 
practice in the United States from both 
the managerial and income tax points 
of view. Actually it assumes managerial 


formulae 
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problems of depreciation are essentially 
the same as the tax problems and con- 
siders the latter almost exclusively. 
Thus it is primarily a discussion of the 
need for the reform of depreciation 
practice in determining taxable income. 

The reforms suggested by the study 
are (1) the substitution of the declin- 
ing-balance method for straight-line 
depreciation and (2) revaluation of 
assets to current dollar amounts to pro- 
vide for the computation of deprecia- 
tion charges which are adjusted for 
price level changes. If the implementa- 
tion of the two recommendations simul- 
taneously is not considered feasible, it 
is suggested that the first recommenda- 
tion have precedence. It is then sug- 
gested that even the first recommenda- 
tion could be put into effect over a 
brief transition period if such were 
necessary. 

Current depreciation practice for tax 
purposes is held to be deficient on three 
counts. It is deficient because of (1) the 
use of straight-line depreciation, (2) 
the accounting methods used in com- 
puting straight-line depreciation and 
(3) the failure to consider the changes 
in the purchasing power of money. 
Straight-line depreciation is considered 
inadequate because it fails to reflect the 
manner in which the value of capital 
assets is consumed. Support for this 
view is provided by a theoretical study 
which compares the remaining capital 
value of an asset with the book value 
resulting from straight-line deprecia- 
tion. These results are then supported 
by an empirical study of the prices of 
new and used automobiles and farm 
equipment. From these two studies the 
conclusion is reached that the normal 
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value-erosion of equipment for the first 
third of service life is at least one-halff 
of the total value, and for the first half: 
of service life it is at least two-thirds of! 
the total value. While the normal! 
value-erosion of long-lived assets does! 


not appear to be as rapid as for equip- | 


ment, straight-line depreciation appears | 
as a gravely retarded method of depre- 
ciation in both areas. 


Because the estimated life used for 
depreciation is an estimate of the aver- 
age life of the asset, actual retirement 


of assets will be dispersed around this’ 
average. Failure to recognize this dis- 
persion by the accounting method used | 


will distort downward even straight- 
line depreciation. Of the three prin-— 


cipal methods used for computing 


straight-line depreciation, none allo-— 


This is so because some assets 
will be retired before being completely 
depreciated so that not all of the 
original cost will be charged as part of 
total depreciation. While the time lag 
in recording depreciation is due more 
to the use of straight-line depreciation! 
than to the method of computing it, 
both tend to understate depreciation in 
the early years of asset life so that the 
total lag is compounded. 

The third area in which conven- 
tional depreciation is unrealistic is the 
failure to adjust for changes in the pur- 
chasing power of money. Because de- 
preciation should have as its objective 
the return of an equivalent amount of 
purchasing power, any depreciation 
based on original cost is inadequate 


cate straight-line depreciation accu- 
rately to time periods. Primarily, this 
under-provision, in the early years of 


assets. 


‘) if the purchasing power of money 
i! changes. 

The extent of under-depreciation is 
held to be considerable. If the present 
methods of depreciation had been con- 
sistently applied over the lives of the 
| nation’s depreciable assets existing at 

the end of 1953, the accumulated un- 
der-depreciation would be $30 billion 
and the current annual deficiency 
would be $2.6 billion. When the adjust- 
ment for changes in the purchasing 
power of money is added, the current 
annual understatement of depreciation 
amounts to $6.8 billion. 
Recommendation of the declining- 
balance method for determining depre- 
ciation charges was made on _ the 
grounds that at a rate double that used 
for straight-line depreciation, the un- 
depreciated value of assets over a 
period of time tends to conform to the 
actual value remaining. Further it 
tends to allocate depreciation accu- 
rately to time periods. Accelerated de- 
preciation — straight-line depreciation 
over a period less than the life of the 
assets — was rejected because the re- 
sulting book values did not conform to 
the actual value remaining in the assets 
at any one time. 

The adjustment for price 
changes is considered from 
points of view. Several index construc- 
tions were suggested as adequate, 
though an index of general purchasing 
power finally was adopted arbitrarily. 

In conclusion, it was implied that in 
the long run the loss of immediate tax 
revenue might be offset by future in- 
creases in tax revenues if the recom- 
mendations were adopted. 

The reviewer’s over-all evaluation of 


level 
several 
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this book is not especially favorable. 
While it might require considerable 
time and insight to provide information 
contrary to or supporting the conclu- 
sions and procedure of the study, there 
are sO many questionable points sum- 
marily discarded or included that one 
begins to wonder about the accuracy of 
the entire study. For example, the con- 
clusion that indirect tax gains from de- 
preciation reform would eventually ex- 
ceed the direct loss is not supportable. 
Also, in the early part of the book, the 
restriction of the empirical study on the 
rate at which assets decline in value to 
data on automobiles, trucks, and farm 
equipment must be questioned. On the 
other hand, the book proceeds quite 
logically from the assumptions made or 
prior conclusions drawn. 


Norton M. Beprorp 


Management of the Industrial Firm in 
the USSR: A Study in Soviet Eco- 
nomic Planning. By David Granick 
(New York: Columbia University 
Press, 1954, pp. 346. $5.00) 


The vast and growing literature on 
the Soviet Union is heavily encumbered 
by works which are either strongly anti- 
Soviet or strongly pro-Soviet. The num- 
ber of volumes aiming at objectivity 
and approaching that difficult goal by 
the long road of careful, painstaking, 
scholarly research is surprisingly small. 
This volume is a welcome addition to 
the latter number. It is one of a series 
of volumes published or projected by 
the Russian Institute of Columbia Uni- 
versity. It is one of the few works on 
Soviet firm management in the English 


64 


language and certainly the most recent. 

The study is limited for the most 
part to Soviet heavy industry. It covers 
only the years 1934 to 1941. It is 
further limited by heavy reliance on 
Soviet newspapers and journals which, 
though useful, leave blank much of 
what we should like to know about de- 
cision making in the complex industrial 
system of the USSR. The questions 
posed by the author at the beginning 
of his volume are basic: How are 
Soviet managers selected, promoted, 
demoted? How much freedom do 
Soviet managers have in operating their 
plants? How is the management of 
hundreds of firms integrated for pur- 
poses of over-all planning? How well 
are Soviet plants managed? 

The first five chapters describe the 
general structure of Soviet industry and 
the planning process. The individual 
firm is at the bottom of a five-tiered 
hierarchy. At the top is the Council of 
Commissars aided by the State Plan- 
ning Commission. The Council’s direc- 
tives are put into operation by the Eco- 
nomic Council which in turn issues 
general directives to the various com- 
missariats in charge of large segments 
of industry. The commissariats break 
down national policies into greater de- 
tail for the sub-commissariats called 
“glavks.” And these in turn hand down 
detailed operational instructions to the 
individual firms. 

In practice, any of these administra- 
tive levels may be by-passed in both 
directions. The director of a firm must 
not only deal with his immediately 
superior glavk organization but must 
deal with many different glavks and 
commissariats in both procurement and 
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sales. The overlapping of authority is_ 
serious. To complicate matters, the 
Communist Party, whose membership — 
constitutes about 10 percent of the total | 
manual and technical work force in— 
heavy industry, shares both in theory 
and in practice responsibility for the 
carrying out of national policy. The ex- — 
ercising of this responsibility may take 
the form of direct interference with a_ 
manager’s decisions. It may be indirect 
in the form of protests within the plant — 
through workers’ councils or external; 


opposition through the public press. Or | 


there may be no interference with the 
operations of a manager, per se. The 
manager simply disappears. 

The question immediately arises: 
How can the Soviet manager work 
efficiently if he must look in so many 
directions at the same time? Mr. 
Granick found that in practice, the 
manager does not. First of all, to be 
successful a manager must be politically 
right, “every day.” Second, he must try 
desperately to meet his production 
quotas. If he does this he usually ig- 
nores the barrage of directives from 
above. legal buying and selling of 
scarce goods and doctoring of accounts 
is commonplace. Personal relations be- 
tween managers and buyers and sellers 
from other firms is paramount in order 
to obtain supplies or sell unneeded 
products. Even if a manager succeeds 
in doing all these he can be sure only 
that “there is little chance that he will 
direct the same plant for long.” (p. 57) 
The turnover of managers in major 
firms is astounding. Two or three years 
is all a manager may expect to stay in 
one plant. Managers are promoted 
fast, demoted fast, or disappear fast. 
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One cannot read Professor Granick’s 
account without wondering how Soviet 
industry produces as well as it does. His 
opening chapters do raise one impor- 
tant question for speculation. May it 
not develop that, over time, technicians 
and professional managers will gradu- 
ally come to dominate the Communist 
Party and all key administrative posts? 
The tendency is there, interrupted from 
time to time during the 1930’s by 
Stalin’s “purges” of the management 
class. Such a development would of 
course be a negation in fact, if not 
in theory, of Marxist ideology. 

Several excellent middle chapters are 
devoted to Soviet criteria in measuring 
managerial success. The author con- 
cludes that the Soviets have not yet 
been able to establish a single criterion. 
The Council of Commissars emphasize 
first one and then another yardstick. 
In view of this uncertainty the Party 
must rely on strong financial incentives 
such as high salaries, good housing, a 
car and chauffeur, and prestige (how- 
ever ephemeral) to induce able men 
to take over the direction of large firms. 
There appears to have been no lack of 
supply of hopeful candidates. Another 
excellent chapter discusses the role of 
the Communist Party in the life of the 
firm. On one hand a manager is sup- 
posed to have complete authority over 
all employees in his firm. The Party is 
also responsible. It is supposed to work 
through him to arouse the masses to 
greater production. Professor Granick 
found these two lines of authority in 
constant conflict in practice. Even 
Soviet theorists have had difficulty in 


reconciling them. Reconciliation actu- 
ally occurs only when a manager per- 
sonally succeeds in balancing the two. 
And his difficulties are those of a nerv- 
ous man walking a slack rope in a 
high wind on a dark night without a 
safety net. It is no accident that there 
are no “older age” managers in the 
Soviet Union. 

The weakest chapter in an otherwise 
excellent volume is, oddly enough, the 
concluding one. Instead of bringing 
together the conclusions of the previous 
13 chapters the author begins his last 
chapter by describing the theoretical 
bureaucratic structure propounded by 
Max Weber. He then summarizes the 
views of a few of the theoretical critics 
of Soviet policy and attempts to con- 
trast the actual practices in Soviet in- 
dustry with these theoretical models. 
The result is labored and discursive. 
Professor Granick’s own findings never 
get adequately summarized. The reader 
himself is left to note some of the sig- 
nificant conclusions. One of these is the 
number of very serious conflicts within 
the Soviet managerial system which 
have never been reconciled and which 
greatly reduce Soviet efficiency. An- 
other is that the role of the firm man- 
ager in the Soviet system is constantly 
changing. Despite its weaknesses, we 
should not underrate the system. If the 
technicians get complete control of the 
Party, the industrial potential is tre- 
mendous indeed. It is to be hoped the 
Russian Institute will finance another 
study which will bring Professor Gran- 
ick’s analysis up to date. 


Joun B. Parrisu 
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